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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET NO. G-01551A-07-0504

My testimony addresses the following issues, and responds to the testimony of Southwest Gas
Corporation ("Company," "Southwest," or "SWG") witnesses Montgomery, Mashes, Aldridge
and Hobbs on these issues:

The Company's proposed revenue requirement
Adjustments to test year data
Rate base
Test year revenues, expenses, and net operating income

My findings and recommendations for each of these areas are as follows:

The Company's proposed revenue requirement of a base rate increase of $50.22
million is significantly overstated. On original cost rate base ("OCRB") my
calculations show a jurisdictional revenue deficiency of $29.57 million. I
recommend that SWG be authorized a base rate increase of $29.57 million on
adjusted fair value rate base ("FVRB"). This amount is between the Staffs two
options for the revenue requirement on FVRB. On adjusted FVRB under Staffs
option l, which uses a fair value rate of return of 6.80 percent, I show a base rate
increase of $29.00 million. Similar to Staffs recommendations in a recent remand
proceeding, Docket No. W-02113A-04-0616, concerning Chaparral City Water
Company, Staff is also presenting the Commission with an option 2 for the fair value
rate of return for SWG. Under option 2 the fair value rate of return for SWG is 7.09
percent, and the jurisdictional revenue deficiency is approximately $35.71 million.
The testimony of Staff witness David Parcell addresses the determination of the fair
value rate of return. In its filing, Southwest calculated the same revenue deficiency
under the OCRB and FVRB, and consequently has not requested an additional rate
increase on FVRB. As noted above, in this case, the jurisdictional revenue
deficiency of $29.57 million falls between the two fair value options.

The following adjustments to Southwest's proposed original cost rate base should be
made:



OCRB RCND RB
Adj .
No. Description

Increase
(Decrease)

Increase
(Decrease)

B-1 Yuma Manors Pipe Replacement $ (1,092,448) $ (1,092,448)
B~2 Customer Advances for Construction $ (7,399,425) $ (7,399,425)
B-3 Cash Working Capital $ 53,791 $ 53,791
B-4 Customer Deposits $ (2,480,873) (2,480,873)s
B-5 Accumulated Deferred Income Taxes - Acct. 190 $ (13,132,025) $ (20,109,648
B-6 Intangible Plant Added After the Test Year (543,210)$ $ (543,210)
B-7 Accumulated Deferred Income Taxes - RCND $ (95,409,229)

Total of Staff Adjustments $ (24,594,190) $ (126,981,042)
SWGas Proposed Rate Base (Original Cost and RCND) $ 1,094,790,047 $ 1,843,481,069
Staff Proposed Rate Base (Original Cost and RCND) $ 1,070,195,857 $ 1,716,500,027

Summary of Staff Adjustments to Net Operating Income Pre-Tax Adj. to
Revenue or Expense

Net Operating
Income

Adj .
No. Description

Increase
(Decrease)

Increase
(Decrease)

C-1 Tax ExpenseYuma Manors Depreciation and Prove $ (83,315) $ 50,381
C-2 Customer Advances for Construction $ (69,700) $ 42,148
C-3 IManagement Incentive Pro am $ (l,868,691) $ 1,130,012
C-4 Stock Based Compensation s (820,915) $ 496,414
C-5 Supplemental Executive Retirement Expense $ (1,625,460) $ 982,929
C-6 American Gas Association Dues $ (80,138) s 48,460
C-7 TRIMP Surcharge $ (920,914) $ 556,884
C-8 A&G Expenses - Annualized Paiute Allocation $ (23,447) s 14,179
C-9 Interest on Customer Deposits 148,852$ S (90,012
C-10 InterestS chronization $ $ (237,509
C-11 Flow Back Excess Deferred Income Taxes $ $ 147,345
C-12 Injuries and Damages $ (861,717) $ 521,087
C-13 Leased Aircraft Operating Costs $ (32,814) $ 19,843
C-14 El Paso Natural Gas Rate Case Expense s (477,415) 288,697s
C-15 New Intangible Plant Annualized Amortizations (181,069)$ s 109,494

Total of Staffs Adjustments to Net Operating Income s (6,896,743) $ 4,080,352
Adjusted Net Operating Income per Southwest Gas S 73,180,098
Adjusted Net Operating Income per Staff 77,260,450$

Summary of Staff Ad.iustments to Rate Base

The following adjustments to Southwest's proposed revenues, expenses and net
operating income should be made:

Concerning Southwest's Arizona costs related to die natural gas Transmission Integrity
Management Program ("TRIMP"), I recommend that:

l) The current TRIMP deferral and surcharge mechanism that was ordered by the
Commission in Decision No. 68487 for a 36-month period will continue for the remainder
of the 36-month period. This surcharge, which Southwest has indicated it will be updating
in the near future, would continue the 50/50 sharing ordered by the Commission in Decision
No. 68487. Any over- or under-recovery of the 50 percent of TRIMP costs as of February
28, 2009 (the end of the 36-month period), would be addressed in the TRIMP surcharge for
the subsequent period.



2) After the TRIMP surcharge ordered by the Commission in Decision No. 68487 is
completed (which is currently expected to occur by February 28, 2009), a new TRIMP
surcharge would replace it. The new TRIMP surcharge would be designed to recover
$921,000 of TRIMP costs over the initial twelve-month period (currently expected to be
March 2009 through February 2010). Providing for an annual recovery of $921,000 of
TRIMP costs, divided by a test year rate case volume of 743,110,918 terms would produce
a DOT TRIMP surcharge of $0.00124 per therm. TRIMP surcharge revenue and TRIMP
costs would be recorded by Southwest into Account 182.3. Starting with the March 2009
TRIMP surcharge period, the 50 percent shareholder responsibility for TRIMP costs would
cease.

3) The TRIMP revenue and costs in Southwest's base rate filing should be removed, since
prospective recovery would continue to be governed by the existing and the replacement
TRIMP surcharge mechanisms, described above.
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INTRODUCTION

2 Q Please state your name, position and business address

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC

15728 Farmington Road, Livonia, Michigan 48154

6 Q Please describe Larkin & Associates

Larkin & Associates is a Certified Public Accounting and Regulatory Consulting Hun

The firm performs independent regulatory consulting primarily for public service/utility

consumer counsels, attorneys general, etc.). & Associates has extensive

experience in the utility regulatory field as expert witnesses in over 400 regulatory

commission staffs and consumer interest groups (public counsels, public advocates

Larkin

proceedings including numerous telephone, water and sewer, gas, and electric matters

14 Q Mr. Smith, please summarize your educational background

I received a Bachelor of Science degree in Business Administration (Accounting Major)

with distinction from the University of Michigan - Dearborn, in April 1979. I passed all

parts of the Certified Public Accountant ("C.P.A.") examination in my first sitting in

1979, received my CPA license in 1981, and received a certified financial planning

certificate in 1983. I also have a Master of Science in Taxation from Walsh College

1981, and a law degree (J.D.) cum laude from Wayne State University, 1986. In addition

I have attended a variety of continuing education courses in conjunction with maintaining

my accountancy license. I am a licensed C.P.A. and attorney in the State of Michigan. I

am also a Certified Financial PlannerTm professional and a Certified Rate of Return

Analyst ("CRRA"). Since 1981, I have been a member of the Michigan Association of

Certified Public Accountants. I am also a member of the Michigan Bar Association and

the Society of Utility and Regulatory Financial Analysts ("SURFA"). I have also been a
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member of the American Bar Association ("ABA"), and the ABA sections on Public

Utility Law and Taxation

4 Q Please summarize your professional experience

a Michigan realty

management firm, I accepted a position as an auditor with the predecessor CPA firm to

Subsequent to graduation from the University of Michigan, and after a short period of

installing a forcomputerized accounting system Southfield,

Larkin & Associates in July 1979. Before becoming involved in utility regulation where

the majority of my time for the past 29 years has been spent, I performed audit

accounting, and tax work for a wide variety of businesses that were clients of the firm

During my service in the regulatory section of our firm, I have been involved in rate cases

and other regulatory matters concerning electric, gas, telephone, water, and sewer utility

companies. My present work consists primarily of analyzing rate case and regulatory

filings of public utility companies before various regulatory commissions, and, where

appropriate, preparing testimony and schedules relating to the issues for presentation

before these regulatoryagencies

Shave perfonned work in the field of utility regulation on behalf of industry, state attorney

generals, consumer groups, municipalities, and public service commission staffs

concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Indiana, Illinois

Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New Jersey

New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina

South Dakota, Texas, Utah, Vermont, Washington, Washington D.C., and Canada as well

as the Federal Energy Regulatory Commission and various state and federal courts of law
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1 Q-

2

Have you prepared an attachment summarizing your educational background and

regulatory experience?

3 Yes. Attachment RCS-1 provides details concerning my experience and qualifications.

4

5 Q- On whose behalf are you appearing?

6

7

I am appearing on behalf of the Arizona Corporation Commission ("ACC" or

"Commission") Utilities Division Staff ("Staff").

8

9 Q- Have you previously testified before the Arizona Corporation Commission?

10

11

12

Yes. I have testified before the Commission previously on a number of occasions.

Recently, I testified before the Commission in Docket No. E-01345A-06-0009, involving

an emergency rate increase request by Arizona Public Service Company ("APS" or

13 "Company"), and concerning APS's proposed depreciation rates in Docket Nos. E-

14

15

16

17

01345A-05-0816, E-01345A-05-0826 and E-01345A-05-0827, a proceeding involving

APS base rates and other matters. I also testified before the Commission in the most

recent UNS Gas, Inc. rate case, Docket Nos. G-04204A-06-0463, G-04204A-06-01013

and G-04204A-05-0831, and in the most recent UNS Electric, Inc. rate case Docket No.

18 E-04204A-06-0783.

19

20 Q, What is the purpose of the testimony you are presenting?

21

22

23

The purpose of my testimony is to address the rate base, adjusted net operating income

and revenue requirement proposed by Southwest Gas Corporation ("SWG," "Southwest"

or "Company").

24

A.

A.

A.

A.
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1 Q- Have you prepared any exhibits to be filed with your testimony?

2

3

Yes. Attachments RCS-2 through RCS-6 contain the results of my analysis and copies of

selected documents that are referenced in my testimony, respectively.

4

5 11.

6 Q-

REVENUE REQUIREMENT

What issues are addressed in your testimony?

7 My testimony addresses the Colnpany's proposed revenue requirement and selected other

issues.8

9

10 Q. What revenue increase has been requested by SWG?

11

12

13

14

SWG is requesting an increase in base rate revenues of $50.22 million or approximately

12.6 percent, based on adjusted revenues at current rates of $399.2 million. The revenue

amount is from Company Schedule C-1 in Southwest's filing and is also shown on Staff

Schedule C on Attachment RCS-2 .

15

16 Q. What revenue increase does Staff recommend?

17

18

19

20

21

22

23

24

25

26

A.

A.

A.

A. Staff recommends a revenue increase of $29.57 million on adjusted fair value rate base.

As shown on Schedule A, on original cost rate base ("OCRB") my calculations show a

jurisdictional revenue deficiency of $29.57 million. On adjusted fair value rate base

("FVRB") under Staffs option 1, which uses a fair value rate of return of 6.80 percent, I

show a base rate increase of $29.00 million. Similar to Staff' s recommendations in a

recent remand proceeding, Docket No. W-02113A-04-0_16, concerning Chaparral City

Water Company, Staff is also presenting the Commission with an option 2 for the fair

value rate of return for SWG. While Staff is not recommending that the Commission

adopt option 2 in this case, under option 2 the fair value rate of return for SWG is 7.09

percent, and the jurisdictional revenue deficiency is approximately $35 .94 million.
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1

2

3

Attachment RCS-2, Schedule D, shows the development of Staffs recommended fair

value rate of return to be applied to FVRB. The testimony of Staff witness David Parcell

also addresses the detennination of the fair value rate of return.

4

5 A. Test Year

6 Q- What test year is being used in this ease?

7

8

SWG's filing is based on the historic test year ended April 30, 2007. Staffs calculations

use the same historic test year.

9

10 Q- Could you please discuss the test year concept?

11

12

13

14

15

16

17

18

19

20

Yes. In Arizona, a historic test year approach is used. Various adjustments are made to

the historic test year amounts to ensure that there is a matching of investment, revenues

and expenses. Rate base items, such as plant in service and accumulated depreciation, are

based on the actual level as of the end of the historic test year. Several rate base items that

tend to fluctuate from month to month, such as materials and supplies and prepayments,

are based on a test year average level. Since end of test year net plant in service is used,

revenues are annualized based on end of test year customer levels. Additionally, certain

expenses, such as depreciation and payroll costs, are annualized based on end of test year

levels. This is to ensure that the going-forward revenue and expense levels are matched

with the investment (net plant-in-service) used to serve those customers.

21

22

23

24

25

A.

A.

As time goes forward, changes in the Company's cost structure will occur. For example,

rate base will increase as new plant is added to serve new customers, revenue will increase

as customers are added, expenses will fluctuate, etc. It is very important to be consistent

with a test period approach to ensure that there is a consistent matching between
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investment, revenues and costs. Any adjustments that reach beyond the end of the historic

test year must be very carefully considered before being adopted

5 Q-

Summary of Company Proposed and Staff Adjusted Revenue Requirement

What did your review of SWG's filing indicate?

As shown on Attachment RCS-2. Schedule A. I have calculated a base rate revenue

deficiency on OCRB of $29.57 million. As also shown on Attachment RCS-2, Schedule

A, based on the fair value rate of return recommended by Staff witness David Parcell and

the adjustments to SWG's rate base and net operating income recommended by myself

and other Staff witnesses, I have calculated a jurisdictional base rate revenue requirement

deficiency on FVRB of $29.00 million. SWG should be authorized a base rate increase of

$29.57 million in this case because, this is between the $29.00 million on adjusted fair

value rate base under Staff's option l, which uses a fair value rate of return of 6.80

percent, and the revenue requirement under fair value option 2. Similar to Staflf"s

recommendations in a recent remand proceeding, Docket No. W-02l l3A-04-0616

concerning Chaparral City Water Company, Staff is also presenting the Commission with

an option 2 for the fair value rate of return for SWG. Under option 2, which Staff is not

recommending the Commission adopt,the fair value rate of return for SWG is 7.09

percent, and the jurisdictional revenue deficiency is approximately $35.71 million

22 Q

Organization of Staff Accounting Schedules

How are Staff's accounting schedules organized?

Staff' s accounting schedules are presented in Attachment RCS-2. They are organized into

summary schedules and adjustment schedules.

Schedules A. A-l. B. B.1. C. C.l and D.

The summary schedules consist of

Attachment RCS-2 also contains rate base
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1

2

adjustment Schedules B-1 through B-7 and net operating income adjustment Schedules C-

1 through C-15.

3

4 Q- What is shown on Schedule A of Attachment RCS-2?

5

6

7

8

9

10

11

12

13

14

15

Attachment RCS-2 presents the Staff Accounting Schedules and revenue requirement

detennination. Schedule A presents the overall financial summary, giving effect to all the

adjustments I am recommending in my testimony. This schedule presents the change in

the Company's gross revenue requirement needed for the Company to have the

opportunity to earn Staff" s recommended rate of return on Staffs proposed Original Cost

and FVRB. The rate base and operating income amounts are taken from Schedules B and

C, respectively. The overall rate of return on original cost rate base of 8.88 percent, as

presented in the profiled testimony of Staff witness Parcell, is provided on Schedule D for

convenience, as are the derivation of Staff's two options for the fair value rate of return.

Columns D and E of Schedule A present Staff"s detennination of the base rate revenue

deficiency on FVRB using Staffs two proposed alternatives for the fair value rate of

return. Schedule D presents the original cost and fair value rate of return recommended in

the profiled testimony of Mr. Parcell.

16

17

18

19

20

21

22

The operating income deficiency shown on line 5 of Schedule A is obtained by subtracting

the operating income available on line 4 (operating income as adjusted) from the required

operating income on line 3. Line 7 represents the gross revenue requirement, which is

obtained by multiplying the income deficiency by the gross revenue conversion factor

("GRCF"). The derivation of the GRCF is shown on Schedule A-1 .23

24

A.
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1 Q-

2

How does the GRCF recommended by Staff compare with the GRCF contained in

SWG's filing?

3

4

As shown on Schedule A-1,Staff recommends a GRCF of 1.6586. This is the same as the

GRCF of 1.6586 used in SWG's Being.

5

6 Q, What is shown on Schedule B?

7

8

9

10

11

12

Schedule B presents SWG's proposed adjusted test year Original Cost and Fair Value rate

base and Staff's proposed adjusted test year Original Cost and Fair Value rate base. The

beginning rate base amounts presented on Schedule B are rd<en from the Company's

filing for the test year, specifically SWG Schedule B-l. Staffs recommended adjustments

to rate base are summarized on Schedule B.l. I have prepared a Schedule B.l for

adjustments to Southwest's proposed original cost rate base, and a Schedule B.l for

Reconstruction Cost New Depreciated ("RCND") rate base adjustments.

Schedules B-1 through B-6 provide further support and calculations for the rate base

adjustments Staff is recommending.

13

14

15

16

17

18

19

20

21

Q- What is shown on Schedule C?

22

The starting point on Schedule C is SWG's adjusted test year net operating income, as

provided on Company Schedule C-1. Staffs recommended adjustments to SWG's

adjusted test year revenues and expenses are summarized on Schedule C.1. Each of the

adjustments are discussed in this testimony.

23

24

25

Schedules C-1 through C-14 provide further support and calculations for the net operating

income adjustments Staff is recommending.

26

A.

A.

A.
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1 Q. What is shown on Schedule D?

2

3

4

Schedule D summarizes the capital structure and cost of capital that was proposed by

SWG and the capital structure and cost of capital that is recommended by Staff witness

Parcell. Schedule D also presents the derivation of Staffs recommended fair value rate of

return for use with the Staff' s adjusted fair value rate base.5

6

7

8

9

10

D.

Q-

Return on Fair Value Rate Base

How was the fair value basis of rate base determined?

11

12

13

14

As shown on Attachment RCS-2, Schedule B, the fair value rate base was determined by

averaging Original Cost and RCND rate base information. For purposes of this

presentation, I have used the Company's RCND information as the starting point for

Staffs derivation of the fair value rate base. As described in my testimony concerning

RCND rate base, I have made an adjustment to the Accumulated Deferred Income Tax

component of RCND rate base. This is addressed in Staff Adjustment B-7.

15

16

17

Q- How did SWG determine the rate of return to apply to fair value rate base in its

filing?

18

19

20

21

22

23

24

25

In SWG's own filing, as shown on Schedule A-1, the Company adjusted the return that is

to be applied to fair value rate base downward, consistent with long-standing Commission

practice, such that the revenue requirement produced by both the original cost rate base

and the fair value rate base were exactly the same and would not result in an excessive

return on equity to the utility. On its Schedule A-l, SWG shows the exact same Adjusted

Operating Income and Required Operating Income amounts on the Company's proposed

Original Cost and on its proposed Fair Value rate base. On that Schedule in the Fair

Value column, Southwest calculates an increase in gross revenue requirements of $50.22

million.26

A.

A.

A.
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1 Q- Has the Commission's traditional calculation of return on fair value rate base been

2 called into question by a recent Court of Appeals decision?

3 Yes. The Commission's traditional calculation of return on fair value rate base calculation

4

5

6

7

has been called into question by a recent Arizona Court of Appeals ruling involving

Chaparral City Water Company. In that ruling, the Arizona Court of Appeals found that

Staffs determination of operating income ignored fair value rate base, and that the

Commission must use fair value rate base to set rates per the Arizona Constitution.

8

9 Q-

10

What guidance for calculating the return on fair value rate base does that Court of

Appeals decision provide?

11

12

13

First, the Court of Appeals specifically stated that the Commission was notbound to apply

an authorized rate of return that was developed for use with an original cost rate base,

without adjustment, to the fair value rate base. Page 9 of the Court of Appeals decision

14 stated that: asks that the Commission be directed to apply the

15

"Chaparral City

'authorized rate of return' to the fair value rate base rather than to the OCRB, as Chaparral

16

17

18

19

20

21

City contends was done here." At page 13, paragraph 17, the Court of Appeals decision

states as follows: "The Commission asserts that it was not bound to use the weighted

average cost of capital as the rate of return to be applied to the FVRB. The Commission is

correct." Thus, the Court of Appeals clearly stated that the Commission is not bound to

apply to the FVRB the same weighted average cost of capital that was developed for

application to the OCRB .

22

23 At pages 13-14, paragraph 17, the Coult of Appeals decision stated that: cc the

24 Commission cannot ignore its constitutional obligation to base rates on a utility's fair

25 value. The Commission cannot determine rates based on the original cost, or OCRB, and

26

A.

A.

then engage in a superfluous mathematical exercise to identify the equivalent FVRB rate
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1

2

3

4

of return. Such a method is inconsistent with Arizona law." At page 13, the decision

states: "If the Commission determines that the cost of capital analysis is not the

appropriate methodology to determine the rate of return to be applied to the FVRB, the

Commission has the discretion to determine the appropriate methodology."

5

6

7

8

Q- Has a remand proceeding been established by the Commission to address the

calculation of the return on fair value rate base, i.e., to address the ruling in the

Court of Appeals decision?

9

10

11

Yes. The Commission has opened a docket to address such issues in a Chaparral City

remand proceeding.

12 Q- How has Staff addressed the ruling in the Court of Appeals decision for purposes of

the current SWG rate case?13

14

15

16

17

18

19

20

In view of the Court of Appeals decision in the Chaparral City case, Staff has

appropriately adjusted the weighted cost of capital to derive a fair value rate of return to

apply to the utility's fair value rate base. David Parcell's direct testimony in the instant

rate case describes Staffs derivation of the fair value return on fair value rate base

calculations in view of the recent Court of Appeals decision concerning Chaparral. Staff

has also recently addressed the detennination of a fair value rate of return to be applied to

FVRB in the Chaparral City remand proceeding, Docket No. W-021 l3A-04-0616.

21

22

23

24

25

26

A.

A.

Schedule D of Attachment RCS-2 shows the derivation of the fair value rate of return for

application to the FVRB. On Schedule A of Attachment RCS-2, I have applied Staffs

adjustment to the weighted cost of capital as described by Mr. Parcell in his Direct

Testimony. As noted above, Staff has presented the Commission with two options for the

fair value rate of return applicable to FVRB .
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1 III. RATE BASE

2 Q Have you prepared a schedule that summarizes Staff's proposed adjustments to rate

base?

Yes. As noted above, the adjusted rate base is shown on Schedule B and the adjustments

to SWG's proposed rate base are shown on Schedule B.l. A comparison of the

Company's proposed rate base and Staffs recommended rate base on an Original Cost

and Fair Value basis are presented below

1 2

1 3

Adjustments to Original Cost Rate Base

Q Please discuss Staff's adjustments to Southwest's proposed original cost rate base

Staff has made five adjustments to Southwest's proposed original cost rate base. These

have been designated as Staff Adjustments B-1 through B-6. Each adjustment is

discussed below. I have also made an adjustment to Southwest's proposed RCND rate

base, for trending the Accumulated Deferred Income TaX ("ADIT") component, which is

also discussed below and shown in Staff Adjustment B-7

20

21

B - 1

Q

Yuma Manors Pipe Replacement

Please explain the adjustment for the Yuma Manors Pipe Replacement

As shown on Schedule B-1, this adjustment reduces rate base bY $1,092,448. Staffs

concerns regarding Southwest's deficient pipe maintenance are discussed in the testimony

of Staff engineer Corky Hanson. This adjustment restates test year rate base as if the pipe

replacement project undertaken by Southwest in the Manors subdivision in Yuma

Arizona, did not exist. Plant in Service accounts for Mains (Account 376) and Services
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failure to adequately maintain the pipe which led to its replacement.

Depreciation as of April 30, 2007, the end of the test year, is also restated similarly. The

(Account 380) are restated to effectively eliminate the costs related to the Company's

Accumulated

components of the adjustment are summarized on Schedule B-1. Plant in Service is

reduced by $1 .232 million. Accumulated Depreciation is increased by $l39,314. Net rate

base is decreased by $1.092 million. The source for the amounts used in the adjustment is

Southwest's response to Staff data requests STF-7-1 and LA-11-6

9 Q Is there an adjustment to operating expenses related to this adjustment?

Yes. Staff Adjustment C-1 is related to this adjustment and reduces test year Depreciation

Expense and Property Tax Expense,based on the adjustment to Plant in Service and Net

Plant, respectively

14 B-2 Customer Advances for Construction

15 Q Please explain Staff's Adjustment B-2

This adjustment decreases rate base by $11285 million to reflect the end-of-test-year

balance for Customer Advances. Rate base is also increased by $3.885 million for the

related impact on Accumulated Deferred Income Taxes ("ADIT")

20 Q- Why should the end-of-test-year balance be used for Customer Advances?

The end-of-test-year balance for Customer Advances should be used for at least two

reasons

First, Customer Advances are related to Plant, and the end-of-test-year balances for Plant

in Service and Accumulated Depreciation are used in rate base. Revenues have been

See Attachment RCS-5 for copies of data request responses referenced in this testimony
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1

2

3

annualized to year-end conditions, and expenses, such as Depreciation and Property Taxes

have also been adjusted to year-end conditions, to properly "match" with the use of year-

end plant in rate base.

4

5

6

7

8

Second, and perhaps more importantly, the end-of-test-year balance for Customer

Advances is more representative of current and ongoing conditions than would be an

average test year balance. As shown on Schedule B-2, the monthly balance of Customer

Advances has increased in each month of the test year. Thus, unlike some other rate base

9

10

components, where the balances fluctuate up and down from month to month, the steady

upward trend Customer Advances indicates

11

in that this is a growing balance.

Consequently, the average balance is not representative of conditions at the end of the test

12

13

year, or on a going-forward basis. A graph of the monthly Customer Deposit balances,

which illustrates this trend, is also presented on Schedule B-2.

14

15 B-3

16 Q-

Working Capital

Have you reviewed the Company's request for a worldng capital allowance?

17

18

Yes. The Company's proposed working capital request of approximately $5.68 million

consists of three separate subcomponents. The subcomponents are:

19

20

21

22

(1) a negative cash working capital balance of $10.38 million based on a lead/lag study,

(2) a thirteen-month average materials and supplies balance of $12.39 million, and

(3) a thirteen-month average prepayments balance of $3.68 million.

23

A.
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1

2

B-4.1 Cash Working Capital

What is cash working capital?Q,

3

4

5

6

7

8

9

10

Cash working capital is the cash needed by the Company to cover its day-to-day

operations. If the Company's cash expenditures, on an aggregate basis, precede the cash

recovery of expenses, investors must provide cash working capital. In that situation a

positive cash working capital requirement exists. On the other hand, if revenues are

typically received prior to when expenditures are made, on average, then ratepayers

provide the cash working capital to the utility, and the negative cash working capital

allowance is reflected as a reduction to rate base. In this case, the cash working capital

requirement is a reduction to rate base as ratepayers are essentially supplying these funds.

11

12 Q- Does SWG have a positive or negative cash working capital requirement?

13

14

15

16

SWG has a negative cash working capital requirement. In other words, ratepayers are

essentially supplying the funds used for the day-to-day operations of the Company. On

average, revenues from ratepayers are received prior to the time when the utility pays the

associated expenditures.

17

18 Q-

19

Did SWG present a lead/lag study in support of its cash working capital

requirement?

20

21

Yes, SWG performed a lead/lag study to calculate the cash working capital requirement in

this case. The Company provided its lead/lag study calculations with the work papers

22 provided in the case.

23

24 Q~ Has SWG made any revisions to the cash working capital calculation included in its

25 filing?

26

A.

A.

A.

No, none of which I am aware.
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1 Q Are you recommending any revisions to SWG's cash working capital request?

Yes. At this time, as shown on Schedule B-3, I have reflected the impact of Staffs

adjustments to operating expenses and impacts on revenue based taxes. I also propose to

synchronize the calculation of cash working capital with Staffs recommended revenue

increase

7 Q What is the result of your cash working capital calculation?

As shown on Schedule B-3, at this time I have increased SWG's filed cash working

capital by approximately $54,000

11 Q What revenue lag does Southwest propose and what are its components

Southwest proposes a total revenue lag of 39.53 days, based on the following three

components

Description

Cycle
Read to Bill
Bill to Collection

Total revenue lag days

16 Q- Do you have any concerns about apparent omissions in Southwest's lead-lag study

Yes. It appears that Southwest has omitted reflecting the additional cash payment lag

associated with revenue-based taxes and assessments. I have recently reviewed lead-lag

studies for other Arizona utilities, including UNS Gas, UNS Electric and Tucson Electric

Power Company. Those lead-lag studies have included a component for the additional

cash payment lag related to the payment of revenue-based taxes and assessments. During

the period between (l) when the utility collects the revenue based taxes from ratepayers

Such synchronization has not yet been reflected at this time, but would be incorporated in Staffs surrebuttal filing
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1

2

3

4

5

6

and (2) when the utility remits those funds to the taxing or assessing authority, the

Company has use of the ratepayer-provided funds. Because the revenue based taxes are

directly related to the provision of utility service and because there is a cash payment and

the utility typically has the use of ratepayer-provided funds for some period, it is

appropriate to reflect the payment lag associated with such taxes in the determination of

cash working capital using a lead-lag study.

7

8 Q- How did Southwest consider revenue-based taxes in its lead-lag study?

9

10

11

12

13

14

15

16

17

18

19

20

Southwest considered revenue-based taxes in its lead-lag study by adding such taxes to

billed revenues in order to calculate the 21.43 day billing to collection lag. However,

based on my review to date, it does not appear that Southwest reflected the additional

payment lag associated with such taxes as a source of ratepayer-provided funds. Follow

up discovery has been issued to Southwest in Staff data requests STF-l 1-2 and STF-l1-3

concerning this issue.3 The Company's response to STF-ll-2 indicates that it did not

calculate the revenue-based taxes in its lead-lag study. The Company's response to STF-

11-3, parts l through 3, indicates that SWG has not performed any study related to

revenue-based taxes. The Company's response to STF-ll-3 supplied "raw data" in a

format that will be time-consuming to evaluate. Consequently, at a later point in this

proceeding, such as with Staffs surrebuttal testimony, it may be necessary to incorporate

an adjustment to cash working capital for the impact of the payment lag associated with

revenue-based taxes and assessments.21

22

A.

3 3 See Attachment RCS-5.
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1 B-4

2 Q-

Customer Deposits

Please explain Staffs Adjustment B-4.

3 This adjustment decreases rate base by $2.48 million to reflect the end-of-test-year

4 balance for Customer Deposits.

5

6 Q- Why should the end-of-test-year balance be used for Customer Deposits?

7 The end-of-test-year balance be used for Customer Deposits should be used for at least

8 two reasons.

9

10

11

12

13

14

15

16

First, Customer Deposits are related to the number of customers that the utility is serving.

End-of-test-year balances for Plant in Service and Accumulated Depreciation are used in

the detennination of Southwest's rate base. Revenues have been annualized to year-end

conditions, and expenses, such as Depreciation and Property Taxes have also been

adjusted to year-end conditions, to properly "match" with the use of year-end plant in rate

base. Using the end-of-test-year balance of Customer Deposits thus better matches that

balance with the use of year-end customer levels that were used to annualize utility

revenues to test year-end conditions.

17

18

19

20

21

22

23

24

25

26

A.

A.

Second, and perhaps more importantly, the end-of-test-year balance for Customer

Deposits is more representative of current and ongoing conditions than would be an

average test year balance. As shown on Schedule B-4, the monthly balance of Customer

Deposits has increased in each month of the test year. Thus, unlike some other rate base

components, where the balances fluctuate up and down from month to month, the steady

upward trend in Customer Deposits indicates that this is a growing upward trend, and the

average balance is not representative of conditions at the end of the test year, or on a

going-forward basis. Perhaps even more compelling regarding the trend of steady growth

Southwest has experienced in the monthly balances of Customer Deposits is shown on
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1

2

3

4

Schedule B-4, page 2. In the 61 months from September 2002 tin°ough September 2007,

the Company's balance of Customer Deposits has increased in every single month. A

graph of the monthly Customer Deposit balances from September 2002 through

September 2007, which illustrates this trend of steady growth to (and even beyond) the

end of the test year, is presented on Schedule B-4, page 3.5

6

7

8

9

10

11

Miscellaneous Accumulated Deferred Income Tax, Account 190

Please explain the adjustment to Miscellaneous Accumulated Deferred Income Taxes

("ADIT") that were included in rate base by Southwest for Account 190.

12

This adjustment is shown on Schedule B-5. It decreases rate base by $13132 million to

reflect that a substantial amount of the Company's proposed rate base addition for

Account 190 has been removed and, consequently, does not exist on a going-forward

basis.13

14

15

16

17

18

19

20

21

22

23

As shown on Schedule B-5, SWG's proposed rate base amount for Account 190 is based

on a $36.82 million amount, before allocation to Arizona. Per the Company's response to

STF-11-10(a)4, this $36.82 million represents the total Alternative Minimum Tax Credit

(AMTC) for Southwest Gas Corporation as of 12/31/06. That response also indicates that

there is a short-term (i.e., "current") and a long-term portion of the $36.82 million. Sub-

account 19002110 for $25 million is the current portion of the AMTC that is expected to

be utilized during the next 12 months, i.e., during the 2007 tax year. Sub-account

19002115 is the non-current portion of the AMTC and represents the amount that is

expected to be utilized sometime after the 2007 tax year.

24

A.

4 See Attachment Rcs-5
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1

2

3

4

Federal income tax information reviewed at Southwest's offices confines that a

substantial portion of the AMT carry-forward has been used by the Company in 2007.

SWG made an updated estimate of the amount of 2007 federal corporation income tax that

it would owe on its 2007 tax return. The most current estimate made by the Company was

as of March 15, 2008, when SWG prepared its federal corporate tax return extension

filing. The amount of AMT carry-forward that was used by the Company, therefore, is no

longer being carried as an ADIT balance in Account 190. On a going-forward basis, the

amount of AMTC that was applied in 2007 to reduce SWG's income taxes no longer

exists, and should therefore be removed from rate base..

5

6

7

8

9

10

11 Q-

12

13

Are you satisfied that the remaining balance in Aecount 190 is representative of a

reasonable and continuing level of tax prepayment related to the AMT on a going-

forward basis?

14 For the most part, yes. Southwest currently expects to be able to apply an additional

amount of its AMT carry-forward to reduce income tax in tax year 2009 (but not in tax

year 2008), therefore, the remaining Account 190 balance is expected to remain during

2008 and beyond until it can be utilized. Consequently, the remainder appears to

represent a continuing tax prepayment on a going-forward basis.

15

16

17

18

19

20 Q. What other concerns do you have regarding SWG's proposed rate base addition for

ADIT in Account 190 that relates to AMT?21

22

23

24

There is also a concern that some portion of the ADIT balance in Account 190 was caused

by AMT components that are not considered in the determination of utility revenue

requirements. An example of one such item would be the increase in cash surrender value

of company owned life insurance ("COLI"). Ideally, only the going-forward portion of

the ADIT balance in Account 190 that is for AMT items that relate to revenue and

25

26

A.

A.
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1

2

3

4

expense timing differences that would be allowable in the detennination of the base rate

revenue requirement for Southwest's Arizona gas utility operations should be included in

rate base. The incremental portion of Southwest's AMT carry-forward balance that

relates to non-allowable and/or non-utility items should not be included in rate base.

5

6

7

8

9

10

Q- Is Staff recommending any additional adjustment to the rate base amount for

Account 190 for non-utility or non-allowable AMT carry-forward components at this

time?

11

12

13

14

15

16

17

18

19

20

21

No. An estimate prepared by Southwest's Tax Department of the impact of such items

shows that the impact is relatively minor in comparison with the total AMT carry-forward

balance that comprises Southwest's ADIT balance in Account 190 as of December 31,

2007. The detail of the federal AMT calculation, and its interaction with the "regular"

federal corporate income tax, can be quite complex. If the non-utility portion of

Southwest's AMT carry-forward balance appeared to represent a significant addition to

rate base, the additional analysis needed to accurately quantify and eliminate the non-

utility components would be justified. However, based on the facts known to date in the

current case, the far more important concern regarding Account 190 is that the Company's

proposed rate base balance be adjusted to a more representative going-forward level by

removing the portion of the AMT can'y-forward that Southwest has utilized in tax year

2007, as described above, and which therefore does not represent a continuing part of the

prepaid balance.

22

23 Q- Did this adjustment also have an impact on RCND rate base?

24

25

26

A.

A. Yes. As shown on Schedule B-5, line 3, RCND rate base is decreased by $20,109,648

The Company's RCND factors for the ADIT in Account 190 used to derive this

adjustment to RCND rate base are the same ones used, by year, as the RCND factors used
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1

2

in Staff Adjustment B-7, discussed below. Schedule B-5, page 2, shows the RCND

factors applicable to the balance in Account 190.

3

4 B-6

5

6

Q-

New Intangible Plant Placed Into Service By December 31, 2007

Please explain Staff's adjustment for new intangible plant placed into service by

December 31, 2007.

Southwest's filing included an adjustment (Company Adjustment No. 14) to add to rate

base $1,696,000 for new intangible plant that the Company projected would be placed into

service by December 31, 2007. Staff Adjustment B-6 adjusts the Company's estimate for

actual new intangible plant that was placed into service by December 31, 2007. As shown

on Schedule B-6, Intangible Plant allocated to Arizona is reduced by $543,210.

Q, Is there a related adjustment for the annualized amortization?

7

8

9

10

11

12

13

14

15

16

Yes. A related adjustment for the impact upon annualized amortization expense is

presented in Staff Adjustment C-15.

Adjustments to Reconstruction Cost New Depreciated Rate Base

Q. Please describe Staff's adjustments to RCND rate base.

17

18

19

20

21

22

A. For the most part, Staffs adjustments to Southwest's proposed RCND rate base are the

same amounts as Staffs adjustments to OCRB. Staff is makingan adjustment to trend the

amount of Accumulated Deferred Income Tax in the RCND rate base.

23 B-7

24 Q-

Trended RCND Amount for Accumulated Deferred Income Taxes

Please explain Staffs adjustment for the ADIT amount in the RCND rate base.

25 When reviewing Southwest's RCND rate base, it was discovered that Southwest used the

same Accumulated Deferred Income Tax amounts in OCRB and RCND rate base. This26

A.

A.

A.
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1

2

3

4

5

6

7

8

9

10

11

did not have any impact on Southwest's proposed revenue requirement on fair value rate

base, because of the way in which Southwest calculated the required net operating income

on FVRB. However, it does have an impact on Staff's proposed revenue requirement on

FVRB. The portion of Southwest's ADIT balance that relates to Plant and Accumulated

Depreciation should be trended in order to derive the corresponding RCND value. In

response to inquiries for the information needed to derive the trended RCND value for

ADIT, Southwest provided an Excel file. That information was used to derive Staffs

recommended RCND amount for the ADIT balance. As shown on Schedule B-7, this

Staff adjustment increases the amount of ADIT that Southwest used in deriving its RCND

rate base for ADIT by $95,409,229 Because the ADIT balance is a net offset to rate base,

this adjustment decreases Southwest's filed RCND rate base by the $95.409 million.

12

13 Iv.

14 Q-

ADJUSTMENTS TO OPERATING INCOME

Please describe how you have summarized Staffs proposed adjustments to operating

income.15

16

17

18

19

20

21

22

Schedule C summarizes Staffs recommended net operating income. Schedule C.1

presents Staffs recommended adjustments to Arizona test year revenues and expenses.

The impact on state and federal income taxes associated with each of the recommended

adjustments to operating income are also reflected on Schedule C.l. SWG's proposed

adjusted test year net operating income is $73,181 million, whereas Staff's recommended

adjusted net operating income is 3877.160 million. The recommended adjustments to

operating income are discussed below in the same order as they appear on Schedule C. l .

23

A.
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1 C-1

2 Q-

Yuma Manors Depreciation and Property Tax Expense

Please explain Staff Adjustment C-1.

3

4

This adjustment i s  related to Adjustment B-1 . It removes $54,370 of Depreciation

Expense and $28,945 of Property Tax Expense related to the adjustment to Plant in

Service for the Yuma Manors pipe replacement project.5

6

7

8

9

10

Q- How did Staff determine its recommended assessment rate for property taxes?

11

12

13

This adjustment reflects the known statutory assessment ratio of 23 percent applicable for

2009, when rates in this case are expected to be effective. The Arizona State Legislature

passed House Bill No. 2779, which set a new rate schedule for property tax assessments.

The new assessment rate schedule provides for decreasing the 25 percent rate applicable

in 2005 in 0.5 percent steps each year unti l  a 20 percent rate is  attained in 2015. The

Company's calculation also used a 23 percent assessment rate.

14

15

16

17

18

19

Gain on Sale of Property in Cave Creek, AZ

Please explain Staff Adjustment C-2.

This adjustment reflects ratepayer sharing of 50 percent of the gain realized by SWG on

the sale of property in Cave Creek, Arizona. As described in SWG's response to Staff

data request STF-1-965:

20

21
22
23
24
25
26
27
28
29

In November 2003, the Commission authorized Southwest to acquire the
gas distribution property of Black Mountain Gas (BMG). In September
2007, the Company sold land and structures in Cave Creek, Arizona,
which had been included in gas plant in service. The property acquired in
the BMG acquisition had a net book value of$l,025,676 at the time of the
sale. the land had a net book value of $502,044 and the structure had a
net book value of $523,632. the net proceeds of the 2007 sale were
$],433,l07, resulting in a gain of $418,196. This gain was recorded in
Account 2530, "Other Deferred Credits Attached is a schedule showing

A.

A.

A.

5 See Attachment RCS-5.
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1
2
3
4

the calculation of the gain. Historically, the Commission has amortized,
over a multiple-year period, the gain or loss on Southwest's disposition of
property previously included in rate base, 50 percent above-tne-line to
ratepayers and 50 percent below-the-line to shareholders.

5

6

7

8

9

Staff Adjustment C-2 reflects this treatment. A normalization period of three years was

used. Three years is the same period that Southwest has used for normalizing its proposed

allowance for rate case costs. A shown on Schedule C-2, pre-tax operating income is

increased by $69,700. SWG's response to STF-9-l confirmed the $69,700 amount.6

10

11 C-3

12 Q.

Management Incentive Program Expense

Please explain Staff Adjustment C-3.

13

14

15

16

This adjustment provides for the allocation of 50 percent of the test year expense for the

Management Incentive Program ("MIP") to shareholders. Test year expense for the MIP

proposed by Southwest is reduced by $2.019 million. Related payroll tax expense is

increased by $150,577.

17

18 Q. Please explain why payroll tax expense is being increased in Staff Adjustment C-3.

19

20

21

22

23

24

SWG's response to STF-ll-15 states that Southwest's annualized labor (shown on the

Company's workpaper for Schedule C-2, Adjustment No. 3) does not include MIP

compensation or stock based compensation Consequently, the cost of service filed by

SWG did not include annualized payroll taxes related to these two items of compensation.

This' adjustment, therefore, provides for annualized payroll tax expense on the portion of

MIP that is being allowed in rates.

25

A.

A.

6 See Attachment RCS-5 .
7 See Attachment Rcs-5 .
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Q

Q

In general, incentive compensation programs can provide benefits to both shareholders

and ratepayers. The removal of 50% of the MIP expense, in essence, provides an equal

sharing of such cost, and therefore provides an appropriate balance between the benefits

attained by both shareholders and ratepayers. Both shareholders and ratepayers stand to

benefit from the achievement of performance goals, however, there is no assurance that

the award levels included in the Company's proposed expense for the test year will be

repeated in future years

Please briefly discuss the key provisions of the MIP

SWG's MIP provides variable compensation to executives for the achievement of specific

goals and benchmarks important to both the short-term and long-term success of the

Company. A summary of the MIP award triggers is presented in the following table

incentive compensation program, such as Southwest's MIP

Please explain why a 50 percent allocation to shareholders is appropriate for an

n will beplayisrilt
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1 The MIP award is at risk each year based on performance relative to five measures. These

2

3

4

5

6

7

8

9

10

11

annual performance measures, which are equally weighted, include three absolute

measures, which include (1) three-year weighted return on equity, (2) customer to

employee ratio, (3) customer satisfaction survey result as well as two relative measures,

which include (4) current return on equity versus peers and (5) customer-to-employee

ratio versus peers. Each of these measurements has a threshold, target and a maximum.

At target, each measurement contributes 20 percent towards the total award for the year.

An award under a specific criteria may be given within a range from 70 percent at

threshold to 140 percent at maximum. There is no award under specific criteria for

performance under the threshold, and there is no incremental value for performance over

the maximum for any of the five criteria.

12

13 Q- How are the MIP awards related to shareholder dividends?

14

15

16

17

As noted  above,  two of the  five  MIP award  cr iter ia  re la te  to  re turn on equity.

Additionally, no annual incentive awards will be payable unless the Company's dividends

equal or exceed the prior year's dividends. This is an important factor because, if

shareholder dividends are decreased from the prior year, there is no incentive awards

18 under the MIP for that year.

19

20 Q- What Southwest management personnel are eligible for the MIP award, and how is it

21 distributed?

22 According to SWG's response to STF-1-498, the MIP award opportunity is measured as a

23 percentage of base salary and varies by title as follows:

24

A.

A.

8 See Attachment Rcs-5 .
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1
2
3
4
5
6

CEO
President
Executive VP
Senior VP
Vice President
Director/Senior Manager (non-officers)

115%
100%

90%
75%
50%
30%

7

8

9

10

11

Forty percent of the total award earned under the MIP is paid in cash immediately

following the financial close of the most current calendar year. The remaining 60 percent

is awarded through the issuance of performance shares, which are issued to the executives

and key management employees three years into the future.

12

13 Q,

14

Does Southwest recognize that its proposed treatment of MIP expense in the current

conscious deviation from principles and policies established in

15

case represents a

prior Commission Orders?

16 Yes. Data request STF 1-87 asked:

17

18
19
20
21
22
23
24
25
26
27

Are there any aspects of the Company's accounting aayustments and
revenue requirement claim wrier represents a conscious deviation from
the principles an d policies established in prior Commission Orders? Ipso,
identnjf even area of deviation, and for each deviation explain the
Company's perception of the principle established in the prior
Commission orders, now the Company's proposed treatment in this rate
case deviates from the principles established in the prior Commission
orders, and the dollar impact resulting from such deviation. Snow which
recounts are affected and the dollar impact on even account for each suer
deviation.

28

29

30

Southwest's response to this data request states in part that "Southwest is requesting full

cost recovery of its Management Incentive Program and Supplemental Executive

Retirement P1an."1031

A.

9 See Attachment Rcs-5 .
10 I discuss Staffs recommended adjustment for the SERP, below, in conjunction with Staff Adjustment C-5 .
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1 Q-

2

What reasoning does SWG give for its request to recover 100 precept of its MIP costs

despite prior Commission Orders?

3

4

5

6

In her Direct Testimony at page 2, Company witness Hobbs stated that the Company's

management compensation and benefits package is designed to attract, retain and motivate

skilled management for the organization and that the compensation package is intended to

be reasonable, competitive, internally equitable and tied to performance.

7

8

9

10

11

12

13

14

15

16

Additionally, as described in Ms. Hobb's testimony at pages 2-3, utilizing recent publicly

available proxy statements of other western energy utilities (Proxy Peer Group), SWG

compared the total compensation (base salary, bonus, other, restricted stock awards,

options awards, non-equity incentive plan, long term incentive payout and all other

compensation) of its five highest paid employees to the five highest paid employees of

each Proxy Peer Group company and concluded that its management and executive

employees are compensated within a reasonable range. Based in part on the analysis

shown in her Exhibit _.._.. LLH-1, Ms. Hobb's concludes that Southwest's executive

compensation package is prudent and reasonable.

17

18 Q.

19

20

If Ms. Hobb's Exhibit _ LLH-1 is going to be given weight as a justification for the

Company's proposal for charging ratepayers for Southwest's MIP expense, what

implications does that information have for other Arizona utilities?

21

22

23

24

25

A.

A. The type of self-serving analysis shown in Ms. Hobb's Exhibit _ LLH-1 should not be

determinative of the ratemaking treatment for incentive compensation in this or other

utility rate cases. However, if such analysis were to be relied upon for lowering the 50

percent allocation of MIP expense to Southwest's shareholders, the same information

would appear to support a much higher allocation to shareholders of the executive
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1

2

compensation of other Arizona utilities, based on the worse ratios shown there for the

parent companies of other Arizona utilities which with Southwest has compared itself.

3

4 LLH-1, and states

5

6

7

8

9

10

11

12

13

14

At page 5 of her direct testimony, Ms. Hobb's refers to her Exhibit

that: "the difference is most evident in the compensation per customer amount.

Southwest demonstrates that the total compensation per customer for the five highest paid

Southwest executives is $2.47. Only one company in the Proxy Peer Group has lower

compensation per customer for the five highest paid executives." Ms. Hobb's exhibit

shows that the worst ratio of executive compensation to customer is for Pinnacle West, the

parent of Arizona Public Service. At $12.77 per customer, this exceeds the $2.47 on Ms.

Hobb's exhibit for Southwest by 417 percent. Also, the executive compensation per

customer in Ms. I-Iobb's exhibit shown for UniSource Energy (parent of Tucson Electric

Power, UniSource Electric and UniSource Gas) is almost triple that shown for Southwest

(i.e., it exceeds the Southwest amount by 198 percent).

15

16 These comparative percentages are summarized in the following table:

17

18 Top Five Executives' Compensation Per Customer
Companies in Ms. Hobb's Exhibit with Arizona Utility Operations

19

20

21

22

23 Source: Southwest Gas witness Hobs's Exhibit LLH-1

24
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1 Q-

2

3

Does the methodology for comparing the per-customer executive compensation used

by Ms. Hobbs address the criteria that the Commission has found important in

deciding issues concerning utility incentive compensation in recent cases?

4

5

No. Her methodology ignores the criteria the Commission has found important in

deciding this issue in recent cases.

6

7

8

9

10

In Decision No. 68487 (February 23, 2006), the Commission adopted Staff' s

recommendation for an equal sharing of costs associated with the Company's MAP

expense. For example, in reaching its conclusion regarding SWG's MIP, the Commission

stated in part on page 18 of Order 68487 that:

11

12
13
14
15
16
17
18
19
2 0
21

We believe that Stag recommendation for an equal sharing of the costs
associated with MIP compensation provides an appropriate balance
between the benefits attained by both shareholders and ratepayers.
Although achievement of the performance goals in the MIP, and the
benefits attendant thereto, cannot be precisely quantified there is little
doubt that both shareholders and ratepayers derive some benefit from
incentive goals. Therefore, the costs of the program should be borne by
both groups and we find Staffs equal sharing recommendations to be a
reasonable solution.

22 Ms. Hobbs has not refuted the fact that both shareholders and ratepayers derive some

23 benefit from incentive goals.

24

25 Q~ Do SWG's shareholders and customers both benefit from its MIP goals?

26

27

Yes. In referencing the performance shares issued three years into the future as discussed

above, Ms. Hobbs states in her Direct Testimony at page 5, lines 4-8 that:

28

29
30
31
32

A.

A.

"The longer- term performance shares act  as a retent ion tool whi le
aligning ire interests of management/executive employees, shareholders
and customers f o r continued f inancial and customer-oriented
performance. II
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1

2

3

4

Shareholders benefit from the achievement of financial goals. Additionally, shareholders

benefit firm the achievement of expense reduction and expense containment goals

between rate cases. Shareholders and ratepayers can both benefit from the achievement of

customer service goals.

5

6 Q- Have the facts changed materially since the last Southwest Gas rate case such that a

different result concerning the sharing of MIP expense should occur?7

8

9

10

11

No, I don't believe so. The Company's MIP expense is significantly higher in the current

rate case than it was in the prior SWG rate case. However, the rationale for the 50 percent

allocation to shareholders of the MIP expense in the current case appears to be consistent

with the Commission's findings concerning MIP in Decision No. 68487.

12

Q- Did Southwest Gas appeal Decision No. 68487?13

14

15

16

No.

Q- Should the 50/50 ratepayer/shareholder sharing that the Commission has applied to

utility incentive compensation in SWG's last rate case be modified to a 100 percent

ratepayer responsibility for such cost based on the analysis presented by Ms. Hobbs?

17

18

19

20

No. The 50/50 sharing of Southwest's MIP program cost ordered by the Commission in

Decision No. 68487 should continue to apply in the current Southwest Gas rate case.

21

22 Q-

23

24

Was an equal sharing of utility incentive compensation expense also ordered in the

Commission's recent decision in a rate case involving another Arizona gas

distribution utility?

25

26

A.

A.

A.

A. Yes, it was. In Decision No. 70011 (November 27, 2007), in the recent UNS Gas rate

case, Docket No. G-04204-06-0463 et al, the Commission stated in part on page 27 that:



Direct Testimony of Ralph C. Smith
Docket No. G-01551A-07-0504
Page 33

1

2

3

We believe that Staffs recommendation provides a reasonable balancing
of the interests between ratepayers and shareholders by requiring each
group to bear half the cost of the incentive program.

4

5 Q. How does the amount of SWG's MIP expense in the current case compare with the

6 amount from SWG's prior rate case?

7 The following tables

8

9

summarizes SWG's MIP expense in the current case, and Staffs

recommended adjustment for MIP expense from Staffs surrebuttal testimony in SWG's

last rate case, Docket No. G-055 lA-04-0876:

10

11
Management Incentive Program Expense
Staff Proposed Treatment in Current SWG Rate Case
Compared with Staff Recommendation in Last SWG Rate Case

12 Current
Case

SWG's Last
Rate Case

Dollar
Increase

Percent
Increase

13
s 3,366,667 $ 4,049,655 120%

14 2
3
4

$7,416,322
$ (293,686)
$7,122,636 $ 3,366,667

15 56.70% 57.58%

5
16

17

Line Description
l Test Year amount of Management Incentive Program

Expense (Corporate)
Allocation to Paiute (MMF)
Net of Allocation to Paiute
Arizona Four Factor allocation rate per SWG Schedule
C-1, sheet 17
Test Year amount of Management Incentive Program
Expense (Arizona)
Ratepayerer allocation percentage
50% Allocation of MIP Expense to Ratepayers

6
7

$4,038,535
50%

$2,019,268

$ 1,938,518
50%

969,259$ $ 1,050,009 108%

18 Sourcel
Current case amounts - Attachment RCS-2, Schedule C-3
Prior case amounts - Docket No. G-0551A-04-0876, James Dort surrebuttal, Schedule .UD-16 Revised19

20

21

22

23

24

As shown in the above table, Southwest's MIP expense in the current rate case is 120

percent higher (i.e., more than double) than in the prior case. Also, Staffs proposed 50

percent allowance of MIP expense for Arizona operations in the current case is $1.05

million or 108 percent higher (i.e., also more than double) than the $969,259 amount from

25 SWG's last rate case.

26

A.

11 Southwest's updated response to STF-1-78 corrected the MIP amount to $5,919,502. Given the late date of this
update, Staff will address the impact of this change in its surrebuttal testimony
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1 Q,

2

Is a significant portion of Southwest's MIP expense related to stock-based

compensation?

3

4

5

Yes. SWG's response to data request STF-10-12 identifies $3,587,416 as MIP stock-

based compensation expense.12 Thus, almost half of SWG's total test year MIP expense is

related to stock-based compensation.

6

7 Q- Did the Commission recently disallow another utility's stock based compensation in

8 a recent decision?

9 Yes. In Decision No. 69663, from a recent APS rate case, the Commission adopted a

10

11

12

13

Staff recommendation in that case where cash-based incentive compensation expense was

allowed and stock-based compensation was disallowed. Additionally, page 36 of

Decision No. 69663 indicates that the Commission rejected an argument by APS that the

Commission not look at how compensation is determined or its individual components :

14

15

16

"APS argues that the issue is whether APS compensation,
including incentives, is reasonable. APS does not believe that ire
Commission should look at how that compensation is determined or its
individual components, but rather should just look at the total
compensation. The Company argues that the interests of investors and
consumers are not in fundamental conflict over the issue of fznancial
performance, because both want the Company to be able to attract needed
capital at a reasonable cost. "

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

"We agree with Stajfthat APS ' stock-based compensation expense
should not be included in the east of service used to set rates. Contrary to
APS' argument that we should not look at now compensation is
determined we do not believe rates paid by ratepayers should include
costs of a program where an employee has an incentive to perform in a
manner that could negatively ay%ct the Company's provision of safe,
reliable utility service at a reasonable rate. " As testy9ed to by Staff
witness Dittmer and set out in Staff's Initial brief, "enhanced earnings
levels can sometimes be achieved by short-term management decisions
that may not encourage the development of safe and reliable utility service

A.

A.

12 See Attachment RCS-5.
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1
2
3
4
5
6
7
8

at the lowest long-term cost. For example, some maintenance can be
temporarily deferred, thereby boosting earnings. But delaying
maintenance can lead to safety concerns or higher subsequent 'catch-up '
costs. " [cite omitted] To the extent that Pinnacle West shareholders wish
to compensate APS management for its enhanced earnings, they may do
so, but it is not appropriate for the utility's ratepayers to provide such
incentive and compensation."

9

10

Thus, in Decision No. 69663, the Commission made an adjustment to disallow a portion

of that utility's incentive compensation expense, specifically the stock-based

11 compensation.

12

13 Q- Please summarize Staff's recommendation concerning Southwest's MIP expense.

14 Staff recommends continuing the 50 percent allocation to shareholders ordered for

15 This results in a reduction to test

16

Southwest by the Commission in Decision No. 68487.

year expense of $2,019,268.

17

18 C-4

19 Q-

Stock-Based Compensation (Other than MIP)

Please describe Southwest's stock-based compensation plans.

20

21

Southwest has two stock-based compensation plans: (1) the stock incentive plan ("SIP")

and the MIP. The stock-based compensation addressed in Staff Adjustment C-4 is for

22 described above, Southwest's MIP

23

stock-based compensation other than MIP. As

incentive compensation also includes a stock-based component.

24

25 Q- Please describe Southwest's Stock Incentive Plan.

26

27

28

A.

A.

A. Under the SIP, the Company may grant options to purchase shares of common stock to

key employees and outside directors. Each option has an exercise price equal to the

market price of Company stock on the date of grant and a maximum term of ten years.
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1

2

The options vest 40 percent at the end of year one and 30 percent at the end of years two

and three.

3

4 Q- Did SWG have stock option expense in its prior rate case?

5

6

7

8

9

10

11

12

13

14

15

16 Those documents indicate that the provisions of

17

18

19

20

21

No. Prior to 2006, Southwest only recognized compensation expense in its financial

statements for restricted shares issued from the MIP. Prior to 2006, Southwest disclosed

in its financial statements filed with the Securities and Exchange Commission ("SEC") the

effect on net income and earnings per share if the Company had applied the fair value

recognition provision of Statement of Financial Accounting Standards No. 123 ("SFAS

123") to its stock based-compensation, including both MIP and SIP awards, however,

Southwest did not recognize compensation expense for SIP awards. In accordance with

changes in financial accounting requirements, such as Statement of Financial Accounting

Standards No. 123, as Revised in 2004, (SFAS 123R), Southwest began expensing stock

options in 2006, as described in the Company's response to data request STF 10-12 and in

an interna l Company memo da ted December  29,  2005 regarding: "SFAS No.  123

(Revised 2004) Share-Based Payrnent."13

SFAS 123R became effective for the Company in January 2006. Southwest's response to

STF 10-12 states that, in May 2007, a restricted stock unit plan replaced Southwest's stock

option plan (and were also required to be expensed). Southwest expenses stock-based

compensation over a three-year vesting period. Grants to retirement-eligible employees

are immediately expensed.

22

23 Q. Please explain Staff Adjustment C-4.

24

25

As shown on Schedule C-4, this adjustment decreases test year expense by $820,915 to

reflect the removal of Southwest's stock option compensation expense that is allocated to

A.

A.

13 See Attachment RCS-5, pages 33-49 for a copy of SWG's accounting memo concerning this.
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Arizona operations. The expense of providing stock options and other  stock-based

compensation to officers and employees beyond their other compensation should be borne

by shareholders and not by ratepayers. As noted above, the stock-based compensation

addressed in Staff Adjustment C-4 is for stock-based compensation other than MIP

6 C-5

7 Q

Supplemental Executive Retirement Plan Expense

Please explain Staff Adjustment C-5

This adjustment removes 100 percent of the expense for the Supplemental Executive

Retirement Plan ("SERP"). The SERP provides supplemental retirement benefits for

select executives. Generally, SERPs are implemented for executives to provide retirement

benefits that exceed amounts limited in qualified plans by Internal Revenue Service

("IRS") limitations. Companies usually maintain that providing such supplemental

retirement benefits to executives is necessary in order to ensure attraction and retention of

qualified employees. Typically, SERPs provide for retirement benefits in excess of the

limits placed by IRS regulations on pension plan calculations for salaries in excess of

specified amounts. IRS restrictions can also limit the Company 401(k) contributions such

that the Company 401(k) contribution as a percent of salary may be smaller for a highly

paid executive than for other employees

20 Q Was Southwest's SERP expense disallowed by the Commission in the Company's

last rate case

Yes. In Decision No. 68487, February 23, 2006, in the most recent Southwest Gas

Corporation rate case, the Commission adopted a recommendation by RUCO to remove

SERP expense. In reaching its conclusion regarding SERP, the Commission stated on

page 19 of Order 68487 that
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1

2

3

4
5
6
7
8
9

10
11
12
13
14

"Although we rejected RUCO's arguments on this issue in the Company's
last rate proceeding, we believe that the record in this case supports a
finding that the provision of additional compensation to Southwest Gas '
highest paid employees to remedy a perceived deficiency in retirement
benefits relative to the Company's other employees is not a reasonable
expense that should be recovered in rates. Without the SERP, the
Company's officers still enjoy the same retirement benefits available to
any other Southwest Gas employee and the attempt to make these
executives 'whole' in the sense of allowing a greater percentage of
retirement benefits does not meet the test of reasonableness. If the
Company wishes to provide additional retirement benefits above the level
permitted by IRS regulations applicable to all other employees it may do
so at the expense of its shareholders. However, it is not reasonable to
place this additional burden on ratepayers. "

15

16 Q.

17

Was SERP expense also disallowed in the Commission's recent decision in the rate

case involving UNS Gas, Inc?

18

19

Yes, it was. See Decision No. 70011 at pages 27-29. Notably, at page 28 of that Decision,

the Commission stated:

20

21
22
23
24
25
26
27
28
29
30
31

the issue is not whether UNS may provide compensation to select
executives in excess of the retirement limits allowed by the IRS, but
whether ratepayers should be saddled with costs of exeeutive benefits that
exceed the treatment allowed for all other employees. If the Company
chooses to do so, shareholders rather than ratepayers should be
responsible for the retirement benefits of"orded only to those executives.
We see no reason to depart from the rational on this issue in the most
recent Southwest Gas rate case [See also Arizona Public Service Co.,
Decision No. 69663, at 27 (June 28, 2007), wherein SERP costs were
excluded in their entirety.], and we therefore adopt the recommendations
of Staffand RUCO and disallow the requested SERP costs.

32

33 Q- What adjustment related to SWG's SERP expense do you recommend?

34

35

I recommend the adjustment to remove SWG's expense for the SERP, which is shown on

Schedule C-5 and reduces O&M expense by $1 .625 million.

36

A.

A.
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1

2

American Gas Association Dues

Please explain Staff's proposed adjustment for American Gas Association ("AGA")

3 dues.

4

5

This adjustment is shown on Schedule C-6 and reduces test year expense by $80,138 to

reflect the removal of 40 percent of AGA dues.

6

Q~ How does Staff's proposed adjustment for AGA dues compare with SWG's proposed

treatment of such dues?

7

8

9

10

11

12

As noted above, Staff's adjustment reflects the removal of 40 percent of AGA core dues,

SWG's filing reflected the removal of only 3.39 percent of the AGA dues.

Q-

13

Do you agree with Southwest's adjustment to remove only 3.39 percent of AGA

dues?

14

15

16

17

18

19

20

21

22

Not entirely. I agree that the marketing and lobbying-related portion of the AGA dues

should definitely be removed from rates. I also recognize that in the Southwest Gas rate

case, Decision No. 68487, at page 14, alter having removed the portion of the AGA dues

directly attributable to marketing and lobbying, Southwest Gas was found to have

demonstrated that the remainder of the AGA dues should be recoverable as legitimate test

year expenses. That Decision also provided a clear directive from the Commission at

page 14 of that order stating that: "in its next rate case tiling the Company should provide

a clearer picture of AGA functions and how the AGA's activities provide specific benefits

to the Company and its Arizona ratepayers."

23

A.

A.

A.
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1 Q-

2

What information did Southwest provide concerning the specific benefits of AGA

activities to the Company and Arizona ratepayers?

3

4

5

6

7

8

9

10

11

12

Southwest witness Randi Aldridge addresses AGA activities in her Direct Testimony at

page 12 and pages 21-24. At page 24 she claims that the AGA's efforts provide its

members with $479 million in outright savings or avoided costs in 2006, in comparison

with $18 million in total membership dues. However, she did not provide the source

document from which such claimed benefits were taken, and it is not clear whether AGA

claimed benefits have ever been independently audited or verified. Her Exhibit RLA-2

provides a one-page listing and description of the AGA's Mnctions as listed in the March

2005 Annual Audit report to the National Association of Regulatory Utility

Commissioners ("NARUC"). However, she did not include the percentage of AGA

activities related to each function.

13

14 Q- Does the information provided by Southwest show that 96.61 percent (100 percent

minus the Company's 3.39 percent disallowance) of AGA dues-funded activities are

beneficial to the Company and/or to its Arizona ratepayers?

15

16

17

18

19

20

21

22

23

24

No. Southwest has demonstrated that there is some benefit of AGA membership to the

Company and to Arizona ratepayers from some of the AGA's functions. However, the

Company has failed to demonstrate that ratepayers should fund activities conducted

through an industry organization that would be subject to disallowance if conducted

directly by the utility. The Company has failed to demonstrate that a disallowance of

AGA dues of only 3.39 percent is adequate. As I will discuss below, other states have

used a significantly higher disallowance percentage for gas utility AGA dues than

Southwest is proposing here.

25

A.

A.
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1 Q-

2

To your knowledge what percentage disallowance for utility AGA dues has been used

in other recent utility rate cases?

3

4

5

6

7

8

In the recent UNS Gas rate case, as described on pages 32-33 of Decision No. 70011,

UNS Gas had initially included $41,854 for AGA dues, and RUCO witness Moore

recommended a partial disallowance of $1,523, based on an ABA/NARUC Oversight

Committee Report indicating that 1.54 percent of AGA dues were for marketing and 2.10

percent of dues were for lobbying activities. UNS Gas agreed with that adjustment, and it

was ultimately adopted by the Commission. At pages 33-34 of Decision No. 70011,

however, the Commission also stated that:9

10

11

12

13

14

15

16

17

18

19

Mr. Smith raises a valid point regarding the nature of AGA dues and
whether a higher percentage of sueh dues should be disallowed as related
to activities that are not necessary for the provision of services to UNS
customers. However, we believe it is reasonable, in this case, to allow
$40,311 ($4I,854 - $],523), in accordance with RUCO 's
recommendation. As we indicated in the Southwest Gas Order, however,
we expect UNS in its next rate case to provide more detailed support for
the allowance of AGA dues and how the AGA's activities benefit the
Company 's customers aside f"om marketing and lobbying efforts.

20

21

22

23

24

25

26

27

28

A.

Since my testimony in that UNS Gas case, I have become aware of AGA dues

disallowances made in gas utility rate cases in Michigan and California. In California, it

appears that a disallowance of 25 percent of Pacific Gas and Electric Company's AGA

dues was made by the Company itself in its filing in Application 05~l2-002 (filed 12/2/05)

as related to lobbying in the broader sense. In a more recent California rate case,

Application No. 06-12-009, involving San Diego Gas and Electric, that utility appears to

have proposed a 2 percent AGA dues disallowance for lobbying in the narrowest sense,

DRA proposed that the entire cost of SDG&E's AGA dues be excluded, and UCAN
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1

2

supported either the full disallowance or a 25 percent disallowance based on the result

from the PG&E rate case and their review of AGA activities information.14

3

4

5

6

7

In a recent Michigan case involving Consumers Energy Company's gas utility

operations 5, that utility conceded to a PSC Staff adjustment to disallow 16.17 percent of

the AGA dues. As described in the testimony of MPSC Staff witness Wanda Clavon

.101'1€S16I

8

9
10
11
12
13
14
15
16

Staff achusted dues to eliminate activities that would not be allowed zfthe
Company took on those activities for themselves. These activities include
Public Affairs (15.43%) and Media Communication-Promotion (0.74%).
Staff obtained the information necessary to make this achustmentfrom the
Audit Report on Expenditures of the American Gas Association issued
June 2001. The total disallowance is 16.17%, or $60, 780. This
disallowance is consistent with the last rate cases of Consumers,
MichCon and MGU

17

18 Q. How did you determine the percent disallowance for AGA dues?

19

20

21

22

23

24

This was based upon a review of information in the two most recent NARUC sponsored

Audit Reports of the Expenditures of the AGA, as well as the components by function of

the AGA's 2007 and 2008 budgets. I also relied upon a Florida PSC Staff memorandum,

discussed in more detail below, which contained a 40 percent AGA dues disallowance.

Copies of relevant pages from the NARUC-sponsored audit reports are provided in

Attachment RCS-4. AGA 2007 and 2008 budget information, by component, is

25 summarized on Schedule C-6, page 2.

26

A.

14 A final order has apparently not been issued yet in the SDG&E rate case, and the parties are apparently working on
a settlement.
15 Michigan plc Case No. U-13000.
16 Filed 12/14/2001, at Page 6
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1 Q- What is the purpose of the NARUC-sponsored audits of AGA expenditures?

2

3

4

5

6

7

8

9

The purpose of the NARUC-sponsored audits of AGA expenditures is to provide

regulatory commissions with information that is useful in helping them decide which, if

any, of the costs of the association should be approved for inclusion in utility rates. As

stated in the June 2001 memo to the Chairs and Chief Accountants of the State Regulatory

Commissions included with the NARUC-sponsored audit of 1999 AGA expenditures:

"Often, state commissioners review the costs of the association charged or allocated to the

utilities in their jurisdiction in accordance with the policies of their commission for

treatment of costs directly incurred by the state's utilities for similar activities." The

10 NARUC-sponsored audit categorizes the AGA expenditures and, as stated in the

11

12

13

aforementioned memo, "these expense categories may be viewed by some State

commissions as potential vehicles for charging ratepayers with such costs as lobbying,

advocacy or promotional activities which may not be to their benefit."

14

15 Q-

16

Have other regulatory commission required similar adjustments to utility-incurred

AGA dues, based on the results of the NARUC-sponsored audits?

17

18

19

Yes. As an example, I have included in Attachment RCS-5, an excerpt Nom a Florida

Public Service Commission Staff Memorandum (dated 12/23/03) in a City Gas Company

rate case addressing this issue. As stated in that document:

20

21

22

23

24

25

26

27

28

29

30

31

A.

A.

In City Gas'5 last rate case, In re: Request for rate increase by City Gas
Company of Florida, Doeket No. 000768-GU Order No. PSC-01-0316-
PAA-GU, issued February 5, 2001, the Company removed $4,045forAGA
dues for lobbying. The Commission removed an additional combined
amount of $4,970 for memberships, dues and contributions. In  re :
Application for a rate increase by City Gas Company of Florida, Docket

No. 940276-GU Order No. PSC-94-0957-FOF-GU issued August 9,
1994,for interim purposes, the Commission disallowed 40% of AGA dues.
This order stated that the percentage was based on the 1993 National
Assoeiation of Regulatory Commission's (NARUC) Audit Report on the
Expenditures of the American Gas Association (Audit Report). Order No.
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1 PSC-94-0957-FOF-GUfurther stated that this reduction was consistent
with aayustments made in rate eases involving other gas companies. In the
final order in Docket No. 940276-GU Order No. PSC-94-1570-FOF-GU,
issued December 19, 1994, the Commission removed 40.48% of AGA dues
"which were related to lobbying and advertising that did not meet the
criteria of being informational or educational in nature. " In re: Request
for rate increase by Florida Division of Chesapeake Utilities Corporation,
Docket No. 000108-GU Order No. PSC-00-2263-FOF-GU issued
November 28, 2000, the Commission removed 45.10% of AGA dues.

The latest NAR UC Audit Report on AGA expenditures that Staff was able
to locate is dated June, 2001, for the twelve-month period ended
December 31, 1999. By a review of the Summary of Expenses, it appears
that 41.65% of 1999 AGA expenditures are for lobbying and advertising.
Staff has not been able to locate a more recent NARUC Audit Report of
the AGA expenditures. However, because approximately 40% appears to
have been consistent over a number of years, Staff believes it is not
unreasonable to assume that 40% is representative of 2003 and 2004
expenditures and recommends that 40% of GA dues be disallowed in this
proceeding.

2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

From information supplied by the Company, AGA dues were $39,277 in
2003. According to recommendations in Issue 44 and 45, Account 92]
should be trended on inflation only at 2.0% for 2004. On that basis the
2004 amount is $40,063 ($39,277 x 1.02). Disallowing 40% would result
in disallowing $16,025 for 2004. The Company's $2,847 acbustment
reduces Starts acyustment to $13,178 ($16,025 - $2,847) for 2004. This
position follows past Commission praetiee of placing charitable
contributions and advertising that is not informational or educational in
nature below the line.

Based on the above analysis, Account 921, O/yiee Supplies and Expenses,
should be reduced by an additional $13,178 for AGA membership dues
related to charitable contributions and advert is ing that  is  not
informational or educational in nature.

36

37 The Company is in agreement with this adjustment.

38
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1 Q What amount of AGA membership dues expense has Staff removed from test year

expense

As shown on Schedule C-6, Staff has removed $80,138 in test year expense for AGA

membership dues

6 C-7

7 Q

Transmission Integrity Management Program

What is the Transmission Integrity Management Program

Department of Transportation enact

pipeline risk analysis and adopting a pipeline integrity management program.

Pipeline Safety Improvements Act of 2002 mandated a natural gas Transmission Integrity

Management Program ("TRlMp") pursuant to which the industry would undertake a 10

ensure the safety of all gas transmission pipeline

The Federal Pipeline Safety Improvement Act of 2002 directed that the Office of Pipeline

Safety and the Research and Special Programs Administration divisions of the U.S

regulations that create standards for transmission

The

year baseline inspection program to

segments located in populated areas

17 Q Was the TRIMP issue addressed in SWG's last rate case

Yes, the TRIMP issue was addressed in SWG's last rate case and ultimately resulted in a

surcharge being implemented that provided for SWG to recover 50 percent of its TRIMP

costs via the surcharge

22 Q What had SWG requested concerning TRIMP in its last rate case

In its filing in the prior rate case, SWG proposed a pro forma adjustment to recover test

year operating expenses related to complying with the Pipeline Safety Improvement Act

The Company's pro forma adjustment in that case was based on projected TRIMP costs
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1 using mileage-based estimates of baseline direct assessments, direct examination,

maintenance and repairs, and capital replacements during the period 2004 through 2012.2

3

4 Q- What is the significance of the period 2004 through 2012?

5

6

7

8

9

10

11

12

13

14

The 2002 Act regulations required that gas pipeline operators identify transmission lines

in high consequence areas ("HCA") and to implement written integrity management

programs for these areas. The Office of Pipeline Safety has defined HCA's as areas where

the potential consequences of a gas pipeline accident may be significant or may do

considerable harm to people and their property. As part of the regulations, the TRIMP

was required to, (1) commence baseline assessments by June 17, 2004, (2) complete

identification of all HCA's by December 17, 2004, (3) complete at least 50 percent of the

baseline assessments of the highest risk pipeline facilities by December 17, 2007, (4)

complete baseline assessments for the remaining pipeline facilities by December 17, 2012,

and (5) for the remaining life of the facilities, a reassessment of all such facilities must be

perfonned every seven years.15

16

17 Q-

18

What did the Commission order with respect to the TRIMP in SWG's last Arizona

rate case?

19

20

21

22

23

24

In Decision No. 68487, February 23, 2006, the Commission adopted Staffs

recommendation that SWG be allowed to recover 50 percent of the TRIlVIP related costs

through a surcharge and balancing account mechanism. Per Staffs recommendation in

that case, the surcharge was to have annual adjustments after the first and second years,

and terminate at the end of the third year. In addition, in Decision No. 68487, February

23, 2006, the Commission stated in part that:

25
26
27

A.

A.

With respect to the split of TRIMP costs, we also agree with Staff that
because the pipeline safety program benefits both shareholders and



Direct Testimony of Ralph C. Smith
Docket No. G-01551A-07-0504
Page 47

1

2

ratepayers, the TRIMP expense should be shared equally. We will
therefore adopt Staffs recommendation for treatment of TRIMP costs.

3

4 Q- How was the TRIMP issue addressed for SWG in the neighboring state regulatory

jurisdiction of Nevada?5

6

7

8

9

10

11

12

13

14

In Nevada, Southwest requested and received permission to defer its incremental Nevada

TRIMP costs through December 31, 2007 (or the re-setting of rates in its next Nevada rate

case, whichever occurred earlier) into a regulatory asset account. Specifically, in

September 2004, in Docket No. 04-9012 before the Public Utilities Commission of

Nevada, SWG had requested authority to create a regulatory asset to defer recognition of

incremental costs associated with SWG's TRIMP until the Company's rates were reset in

its next general rate case. SWG proposed to record the TRIMP costs in Account 182.3 -

Other Regulatory Assets and in its next general rate case, SWG proposed amortizing the

deferred TRIMP costs over the then anticipated period in which the new rates were set.

15

16

17

The Order issued in the Nevada docket at pages 8 and 9, paragraph 32, referencing

Company witness Robert A. Mashas, stated in part that:

18

19
20
21
22
23
24
25
26

Mr. Mashas agreed that pursuant to FERC's proposed Accounting Release
No. 18, TRIMP costs, such as base line assessment and inspection costs,
should be classified as an operating expense. Mr. Mashas asserted that
Southwest's proposal complies with this requirement. Southwest is not
proposing to capitalize the costs but to record the costs in Account No.
182.3 (Other Regulatory Assets) and to record subsequently those costs as
an expense when included in rates following the Company's next general
rate case.

27

28

29

A.

In its Order issued March 18, 2005, the Nevada Commission authorized SWG to defer its

accrued TRIMP costs, on a going forward basis, upon the effective date of that Order until
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1 December 31, 2007, or the effective date of SWG's rates set in its next general rate case,

whichever was earlier.2

3

4 On page 10, paragraph 37 of its Order in that proceeding, the Nevada commission stated

that:5

6

7
8
9

10
11

In recognition that both ratepayers and shareholders will beneftfrom the
new federal regulations and ire Company's initial costs of eomplianee, the
Commission believes it would be inappropriate to require shareholders to
bear tnefull burden of these easts. Tlzerefore, the Commission concludes
that both ratepayers and shareholders should snare in these costs.

12

13 In addition, on page 10, paragraph 38 of that Order, the Nevada commission stated:

14

15
16
17
18
19
20
21
22
23

In an effort to balance the east burden between ratepayers and
shareholders, the Commission finds that Southwest's request for authority
to defer the TRIMP costs, that is Southwest's base line assessment and
inspection costs, is justed. The Commission, however, recognizes that
the benefits for shareholders will increase over time. Consequently, the
Commission finds that Southwest's authority to defer its TRIMP costs
should terminate upon the effective date of new Company rates following
Southwest's next general rate case or December 31, 2007, whichever is
earlier.

24

25 Q.

26

Since the Company's authorization to defer TRIMP costs in Nevada expired on

December 31, 2007, what accounting treatment is SWG currently applying to its

Nevada TRIMP costs?27

28

29

30

31

A. SWG indicated through informal discussions that the Company has been expensing its

TRIMP costs related to its Nevada operations as of January 1, 2008. This understanding

of how SWG was to account for its TRIMP costs after December 31, 2007, i.e., that SWG

was no longer authorized to defer its Nevada TRIMP costs after that date, was confirmed

via infonnal discussions with the Nevada Staff.
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1 Q-

2

Under the current DOT TRIMP surcharge mechanism, how are the Arizona-related

TRIMP expenses and surcharge revenues reflected on SWG's books?

3

4

5

6

7

8

According to Mr. Mashas' Direct Testimony, at page 19, SWG currently charges the 50

percent of TRIMP cost (i.e., the 50 percent, per Decision No. 64687, that is chargeable to

its Arizona ratepayers) to Account 1823, Regulatory Assets. According to the

Company's response to data request STF-9-18, SWG records the DOT TRIMP surcharge

revenue as a credit to Account 182.3.17 As SWG records credits to Account 182.3 for

DOT TRIMP surcharge revenues received, the Company debits Account 407.3,

Regulatory Amortizations, for a like amount.9

10

11

12

SWG expenses the remaining 50 percent of TRIMP cost (i.e., the portion pursuant to

Decision No. 68487 that is to be borne by shareholders) to Account 887, Maintenance of

Mains.13

14

Q- What is the Company proposing for TRIMP costs in the instant proceeding?15

16

17

18

19

Southwest proposes to cease charging TRIMP related costs to Account 182.3 in the month

that the new rates in the instant proceeding take effect. In addition, Mr. Mashes also states

that the surcharge will discontinue once the deferred balance in Account 182.3 reaches

zero. Page 19 of Mr. Mashes' testimony, lines 3-12, states that:

20

21
22
23
24
25
26
27

The TRIMP related surcharge revenue recorded during the test year is not
included in the revenue at present rates, therefore, it is appropriate to
remove the related expense. In addition, the Company proposes to
discontinue recovering 50percent of TRIMP east through a surcharge and
to recover the test year TRIMP-related expense in Account 887 in base
rates. Aahustment No. 9 removes the TRIMP cost recorded in Account
407.3 and transfers it to Aeeount 887.

28

A.

A.

17 See Attachment Rcs-5 .
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1 Q- What comprises the TRIMP related portion of Company Adjustment No. 9?

2 The TRIMP related portion of SWG's Adjustment No. 9 is comprised of two parts.

3

4

5

6

During the test year,  SWG recorded $551,530 in Account 407.3 for Amortization of

Regulatory Debits.  The first part of SWG Adjustment No. 9 removes $551,530 from

Account 407.3 - Regulatory Debits. The second footnote on SWG's Adjustment No. 9

states that: "Since the Company is not including the offsetting revenue at present rates, the

expense is being removed with this adjustment."

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

The second part of the TRIMP related portion of SWG's Adjustment No. 9 includes test

year TRIMP costs of $920,914 that were recorded in Account 182.3 - Other Regulatory

Assets into an expense account, so this effectively becomes SWG's requested amount of

operating expense for TRIMP. The third footnote on SWG's Adjustment No. 9 states that:

"TRIMP costs  were defer red to Account  1823,  and 50 percent  of these costs  were

recovered through a surcharge per Decision No. 68487." From the $920,914, of test year

TRIMP cost, the Company subtracted the amount of $348,690. The fourth footnote on

SWG's Adjustment No. 9 states that;  "Disallowed TRIMP costs were writ ten off to

Account 887. There is a one month lag between the transaction posting date and the

write-off date." SWG increased O&M expense by the net amount of $572,224. The fifth

footnote on SWG's Adjustment No. 9 states that: "Southwest is requesting to recover its

ongoing non-capital related incremental TRIMP costs in base rates, based on test year

expenditures, and to discontinue the TRIMP surcharge."

23

24

25

A.

The net result  of these adjustments is that SWG is requesting an operating expense

allowance of $920,914 for TRIMP.



Year Amount Percent
2003 $ 0.00%
2004 $ 414,227 8.86%
2005 s 816,633 17.46%
2006 s 700,837 14.98%
2007 S 2,746,162 58.71%
Total $ 4,677,860 100.00%

Average $ 935,572
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1 Q-

2

Have you summarized on a Schedule the TRIMP costs that SWG has incurred for its

Arizona operations for the initial five-year period?

3

4

Yes. This is shown on Attachment RCS-2, Schedule C-7, page 2. SWG began incuring

TRIMP cost for Arizona in May 2004. As summarized on that schedule and in a more

condensed form, in the table below, for the initial five-year TRIMP period of 2003-2007,

SWG incurred a total of 34,677,860:

5

6

7

8

9

10

11

Summary of SWG Arizona TRIMP Costs
First Five Year TRIMP Period, 2003-2007

12

13

14

15 On average, SWG incurred approximately $935,000 of Arizona TRIMP cost per year.

However, SWG incurred the majority of this cost, 882,746,162, or 58.71 percent, in the

final year, 2007, of the initial five-year TRIMP period.

16

17

18

19

20

21

22

Q- Why has SWG stated that it should be allowed to prospectively recover 100 percent

of its TRIMP related costs?

23

24

25

Mr. Mashas states on page 20 of his Direct Testimony that SWG is unaware of any other

gas utilities in the nation, subj et to the Federal Pipeline Safety Improvement Act of 2002,

that are not recovering 100 percent of prudently incurred cost of compliance with the Act.

Therefore, SWG believes it is fair and reasonable that 100 percent of the test year

recorded TRIMP related costs be recovered in base rates.

26

A.

A.
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1 Q-

2

What is Staff's recommendation with regard to the TRIMP issue in the instant

proceeding?

3 Staff recommends that:

4

5

6

7

8

9

10

11

1) The current TRIMP deferral and surcharge mechanism that was ordered by the

Commission in Decision No. 68487 for a 36-month period will continue for the remainder

of the 36-month period. This surcharge, which Southwest has indicated it will be updating

in the near future, would continue the 50/50 sharing ordered by the Commission in

Decision No. 68487. Any over- or under-recovery of the 50 percent of TRIMP costs as of

February 28, 2009 (the end of the 36-month period), would be addressed in the TR1lVlP

surcharge for the subsequent period.

12

13

14

15

16

17

18

19

20

21

22

2) After the TRIMP surcharge ordered by the Commission in Decision No. 68487 is

completed (which is currently expected to occur by February 28, 2009), a new TRIMP

surcharge would replace it. The new TRIMP surcharge would be designed to recover

$921,000 of TRIMP costs over the initial twelve-month period (currently expected to be

March 2009 through February 2010). Providing for an annual recovery of $921,000 of

TRIMP costs, divided by a test year rate case volume of 743,110,918 terms would

produce a DOT TRIMP surcharge of $0.00124 per diem. TRIMP surcharge revenue and

TRIMP costs would be recorded by Southwest into Account 182.3. Starting with the

March 2009 TRIMP surcharge period, the 50 percent shareholder responsibility for

TRIMP costs would cease.

23

24

25

26

A.

3) The TRIMP revenue and costs in Southwest's base rate filing would be removed, since

prospective recovery would continue to be governed by the existing and the replacement

TRJMP surcharge mechanisms, described above.
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1 Q- Please explain Staff Adjustment C-7.

2

3

4

5

6

As shown on Schedule C-7, page 1, this adjustment reduces Southwest's proposed test

year expenses by $920,914, to reflect a continuation of the surcharge treatment for TRIMP

established by the Commission in Southwest 's  las t  r a te case,  and the prospect ive

continuation of TRIMP cost recovery via a replacement surcharge, as described above,

commencing in March 2009, after the surcharge ordered by the Commission in Decision

No. 68487 for 36 months is completed.7

8

9

10

Q- What is the estimated replacement TRIMP surcharge for March 2009 forward?

11

12

As shown on Schedule C-7, page 3, providing for an annual recovery of $921,000 of

TRIMP costs,  divided by a  test  year  ra te case volume of 743,110,918 terms would

produce a TRIMP surcharge of $0.00124 per therm.

13

14 Q~ Why has Staff not applied a 50/50 sharing of TRIMP costs beyond the initial 36-

month period of the TRIMP surcharge ordered by the Commission in Decision No.

68487?

15

16

17

18

19

20

21

22

23

24

25

A.

A.

A.

There does not appear to be a compelling reason for continuing the 50/50 sharing of

Southwest's TRIMP costs prospectively beyond the initial 36-month surcharge period

ordered by the Commission in Decision No. 68487. Southwest has indicated that it is not

aware of any other gas distribution utilities for which shareholder sharing of TRIMP costs

has been required. Staff is not aware of any either.  As described above, TRIMP is a

federally mandated pipeline inspection and safety program. TRIMP costs are being

incurred not only by Southwest Gas, but also by all other affected gas distribution utilities.

The sharing of TRIMP costs was not an issue in the recent UNS Gas rate case. Based on

consideration of factors such as these, Staff recommends that the 50 percent shareholder
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1

2

responsibility for TRIMP costs ordered in Decision No. 68487 not continue beyond the

end of the 36-month surcharge period ordered by the Commission in that Decision.

3

4 Q-

5

6

Why does Staff recommend that SWG's TRIMP costs continue to be addressed in a

surcharge, as opposed to some other ratemaking treatment, such as a normalized

O&M expense?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Staff recommends that SWG's TRIMP costs continue to be addressed in a surcharge for

the following reasons. First, a TRIMP surcharge is already in place. Customers are used

to seeing the TRIMP surcharge (i.e., the DOT Pipeline Safety Surcharge) on their bills.

Second, TRIMP is an on-going program, and has been federally mandated. Thus,

continuation of the surcharge to recover these federally-imposed costs would be

appropriate. Third, within the second five-year TRIMP period, which runs from 2008

through 2012, SWG has significant discretion as to the timing of when it will conduct the

pipe inspections and incur costs. As noted above, in the first five-year TRIMP period,

2003 through 2007, SWG incurred almost 60 percent of its total costs in the fifth and final

year, 2007. A surcharge mechanism for TRIMP cost recovery would thus help assure that

Southwest recovers no more, and no less than, its actual costs. It would therefore

discourage "gaming" of the timing of such costs, whereby incurrence of such costs could

potentially be delayed and concentrated into a test year period in SWG's next rate case.

Based on reasons such as these, Staff concludes that there is merit in continuing to address

the recovery by SWG of its Arizona TRIMP costs via a surcharge mechanism.

22

A.
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1 C-8

2 Q-

A&G Expenses - Annualized Paiute Allocation

Please explain Staff Adjustment C-8.

3

4

This adjustment decreases administrative and general expenses by $23,447 for a

correction to the annualized Paiute allocation, per Southwest's response to data request

STF-1_53.185

6

7 C-9

8 Q,

Interest on Customer Deposits

Please explain Staff Adjustment C-9.

9

10

11

This adjustment increases expense by $148,852 for interest on Customer Deposits. The

same 6 percent interest rate used by Southwest in its Adjustment No. 16 was applied to the

amount of Staffs rate base adjustment for Customer Deposits (Staff Adjustment B-4).

12

13

14

C-10 Interest Synchronization

Please explain your interest synchronization adjustment.Q-

15

16

1 7

1 8

19

20

21

The interest synchronization adjustment applies the weighted cost of debt to the

calculation of test year income tax expense. After adjustments, my proposed rate base

differs from that of the Company. This results in an adjustment to the amount of

synchronized interest included in the tax calculation. The calculation of the interest

synchronization adjustment is shown on Schedule C-10. This adjustment increases

income tax expense by the amount shown on Schedule C-10 and decreases the Company'

achieved operating income by a similar amount.

22

A.

A.

A.

18 See Attachment RCS-5 .
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1

2

C-11 Flow-back of Excess Deferred Taxes

Q. Please explain your adj vestment to flow-back excess deferred taxes.

3

4

5

6

A. This adjustment reduces federal income tax expense by $147,345 to flow back excess

deferred federal income taxes over a three-year period. The three-year period used is the

same period Southwest has used in this case to normalize the allowance for rate case

expense.

7

8

9

10

Q- What amount of excess deferred taxes does Southwest have?

Southwest has on its books as of December 31, 2007, approximately $442,000 of excess

deferred taxes relating to the Arizona jurisdiction.

11

12 Q- What does that balance represent?

13

14

15

This balance represents deferred federal income taxes that were recorded in prior years at

federal income tax ("FIT") rates higher the current 35 percent FIT rate. When the tax-

timing differences related to this reversed, Southwest flowed the tax effect back at the 35

percent FIT rate, rather than at the higher FIT rate that was used to originally compute the

charge to deferred income tax expense.

16

17

18

19

20

21

22

Q- Deferred taxes can be a complicated area. Can you please provide a simplified

example to help us understand?

23

24

25

26

Certainly. To provide a simple illustration of this concept, assume that there was a $1,000

depreciation related tax timing difference in a prior year, where the tax deduction

exceeded the book expense by the $1 million. Assume that the FIT rate at the time when

the deferred tax relating to this was originally recorded was 46 percent. In this simplified

illustration, Southwest would have charged (debited) Deferred Federal Income Tax

Expense by $460,000 and credited (increased) Accumulated Deferred Income Taxes by

A.

A.

A.

\
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1

2

$460,000. In this example, the $460,000 Deferred Federal Income Tax Expense would

have been paid for by ratepayers, and the $460,000 ADIT amount would become an offset

to rate base.3

4

5

6

7

8

9

10

Over the life of a unit of utility plant, the annual timing differences between tax

deductions and book expense will eventually zero out. 111 the immediate years following

the addition of new plant, it would be typical for the related tax depreciation to exceed the

corresponding book depreciation. In later years, however, and especially after the plant

has been fully depreciated for tax purposes, the book depreciation expense would typically

exceed the deduction for tax depreciation related to that item of plant.

11

12

13

14

15

16

17

18

19

20

When the book depreciation expense begins to exceed the tax deduction, the previous

"timing differences" (where the tax deduction exceeded the book expense) are said to

"turn around." During the "tum around" period, the typical accounting entries would be

to credit (i.e., reduce) Deferred Income Tax Expense and to debit (reduce) the ADIT

balance. Since the ADIT balance in our simplified example had been built up using a 46

percent FIT rate, the "turn around" should have flowed-back the tax effects using the same

46 percent FIT rate. When the FIT rate was reduced, Southwest would have "excess"

deferred taxes on its books. Additionally, if Southwest had used a 35 percent FIT rate to

flow back the ADIT that had been accrued using a higher FIT rate, then Southwest would

continue to have "excess" ADIT on its books.21

22

23

24

25

26

In this simple illustrative example, the excess would be the difference in the tax rates used

to set up and flow-back the ADIT (i.e., ll percent, based on the difference in the 46

percent and 35 percent FIT rates) times the $1 million timing difference. In this example,

the amount of "excess" deferred income taxes would be $110,000. This result has
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1

2

occurred because these deferred taxes should have been reversed at their originating FIT

rates, but were instead reversed at an FIT rate of 35 percent.

3

4 Q. Did Southwest maintain the excess deferred taxes in the ADIT account?

5 No. Southwest transferred the excess deferred taxes out of the ADIT account, and into an

Income Tax Reserve account.6

7

8

9

10

11

Q- What is the ratemaking consequence of Southwest's removal of the excess deferred

taxes from the ADIT account?

12

While the excess deferred taxes were in the ADIT account (Account 282), they were an

offset to utility rate base. Southwest has not reduced rate base by the credit balance in the

Income Tax Reserve account.

13

14 Q. Why has Southwest maintained the excess deferred taxes on its books in a liability

account?15

The primary reason appears to be regulatory uncertainty as to the ultimate disposition of

the excess taxes. Southwest provided a confidential tax mernolg which stated as follows :

16

17

18
19

20

REDACTED.

21 Q-

22

23

What regulatory treatment does Staff recommend for the excess deferred taxes

remaining on Southwest's books in a liability account that relate to Arizona utility

operations?

24

25

I recommend that these excess deferred taxes be flowed back to Southwest's Arizona

ratepayers over three years, which is the Company's assumed rate case filing interval that

A.

A.

A.

A.

19 A copy of Southwest's confidential tax memo is provided in Attachment RCS-6.
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1

2

3

4

5

6

the Company used to nonnalize rate case expense in the current rate case. This proposed

regula tory t rea tment  would reduce income tax expense in the cur rent  ra te case by

$147,345. The liability balance for the excess deferred income taxes relating to Arizona

utility operations would be reduced to zero by the time of Southwest's next Arizona rate

case, assuming the Company's filing occurs at the 3 year tiling interval being assumed in

the current case for rate case expense normalization purposes.

7

8 Q-

9

What would likely happen to the excess deferred income taxes relating to

Southwest's Arizona gas utility operations, if this adjustment is not made?

10

11

12

13

14

15

16

If this adjustment is not made, it appears likely that the excess deferred income taxes

relating to Southwest's Arizona gas utility operations, would be reported as shareholder

income, shortly after a final order by the Commission in this rate case. This would likely

occur because, if the adjustment recommended by Staff were not made, the substantial

regulatory uncertainty existing currently as to whether  these excess taxes had to be

returned to Arizona ratepayers in the font of a reduced income tax expense, would have

been resolved in favor of the Company's shareholders.

17

18 Q- Are you also recommending a rate base deduction for the unamortized balance of

Arizona related excess deferred taxes?19

20

21

22

23

24

25

No. While a rate base deduction for the excess deferred tax liability balance might be

theoretically justified, since the excess deferred taxes represent a font of cost-:tree capital

to the utility, I am not recommending such treatment in the current case for the following

rather practical reasons. First, the remaining balance of excess deferred income taxes is

relatively insignificant with respect to Southwest's total rate base.20 Second, by flowing

back the excess deferred income taxes as a  reduction to expense,  but  not  making a

A.

A.

For example, a rate base deduction of $442,000 on a total rate base of $1.095 billion is about 0.04 percent, i.e
4/100ths of 1 percent
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1

2

corresponding adjustment to rate base, this achieves a form of balancing of the interests of

ratepayers and shareholders in reasonably disposing of an item that had been the subj et of

some regulatory uncertainty.3

4

5

6

C-12 Injuries and Damages

Q, Please explain your adjustment for Injuries and Damages expense.

7

8

9

10

11

12

13

A. This adjustment is shown on Schedule C-12, and reduces Southwest's proposed expense

for Injuries and Damages in Account 925 by $861,717. As shown on Schedule C-12, page

1,  in column A, on line 18,  during the test  year ,  Southwest recorded an expense for

Injuries and Damages of $5.679 million for  Arizona.  As shown in Column B of that

Schedule,  Southwest 's filing included three pro forma adjustments that attempted to

increase this expense to $8.169 million, for an increase of approximately $2.490 million.

That is an increase of approximately 44 percent.

14

15

16

17

18

In response to various Staff data requests, SWG identified errors in its filed calculation.

Southwest now proposes a pro forma Injuries and Damages expense for Arizona of $8.259

million,  as shown on Schedule C-12, page 1,  column C, line 18. This represents an

increase of $2.580 million or 45 percent, over the test year recorded amount.

19

20

21

22

In contrast with SWG's proposals, as shown on Schedule C-12, page 1, column D, line 18,

Staff recommends a normalized allowance for Injuries and Damages expense for Arizona

of $7.307 million. This represents an increase of $1.628 million or 29 percent, over the

test year recorded amount.23

24

25

26

Staffs recommended allowance for  Injuries and Damages expense in Account 925 is

$861,717 lower than the pro forma adjusted amount in SWG's original filing. The
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1

2

$861,717 reduction to SWG's original proposed pro forma adjusted amount is shown on

Schedule C-12, page 1, columns D and E.

3

4 Q-

5

Please explain the major differences between Staff's and the Company's

recommended Injuries and Damages expense.

6

7

8

9

10

11

12

13

14

15

The major differences between Staff's and the Company's recommended Injuries and

Damages expense can be ath'ibuted to the reserve for self-insurance component of this

expense. As shown on Schedule C-12, page l, line 2, Staff has increased SWG's recorded

Arizona Direct amount for the reserve for self-insurance by $1,378,765. As shown on

Schedule C-12, page 2, column E, Staff proposes a normalized annual amount for the

Arizona Direct reserve for self insurance of $820,000. This compares with Southwest's

recorded test year amount of negative $558,765, and with Southwest's proposed corrected

amount of negative $858,765. Staffs proposed normalized amount for Arizona Direct

reserve for self insurance is supported by the ten-year average, which, as shown on

Schedule C-12, page 2, columns A and C, line 12, is $817,741.21

16

17 Southwest also has a "common" reserve for self-insurance that is allocated to all of its

18

19

20

21

22

operations. Because of a May 2005 leaking gas line tire, for which Southwest incurred an

abnormal and extremely high payment to settle the related litigation, even the ten-year

average for the "common" reserve for self-insurance expense is not representative.

Ratepayers should pay for a normalized level of insurance expense, but should not be

required to pay for extremely high litigation payments that the utility incurred related to

A.

21 The ten-year average for Arizona Direct self insurance was derived Hom SWG's response to data request STF-6-
60, which included 2007 information through November. Southwest supplemented its response to STF-6-60 to
include 2007 information through December. Due to the timing of receipt of the supplemental response, Staffs
adjustment only reflects the 2007 information through November. See Attachment RCS-5 for copies of the original
and supplemental responses. Reflecting the supplemental information would decrease Staff' s adjustment by
approximately $10,000. The effect of this supplemental information will be incorporated into Staffs revenue
requirement, if necessary, when Staff files its surrebuttal testimony.
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1

2

3

4

5

the May 2005 leaking gas line fire. Consequently, as shown on Schedule C-12, page 2,

column F, I used a $200,000 annual allowance for the "common" reserve for self-

insurance expense. The $200,000 equals the Company's recorded amount in 2006, as well

as 2002. As one can see from the annual amounts listed on Schedule C-12, columns B

and D, the annual expense rates from a negative $300,000 in 2003, to a positive $500,000

in 1998, with the $10367 million in 2005 relating to the May 2005 leaking gas line fire

(listed for 2005 in Column B) being an extreme anomaly in comparison with all of the

other amounts. It compares with the ten-year average of $74,950 shown on Schedule C-

12, page 2, column D, which is without the massive impact of the May 2005 leaking gas

line fire litigation settlement.

6

7

8

9

10

11

12 Q-

13

14

Please explain why Southwest's Arizona ratepayers should not be responsible for the

impact on Injuries and Damages expense relating to the Company's settlement of

litigation related to the May 2005 leaking gas line fire.

15

16

17

18

19

20

21

22

23

24

Arizona ratepayers should not be responsible for the massive expense incurred by the

Company to settle litigation related to the May 2005 leaking gas line fire for at least two

reasons. That expense is abnormal and was incurred in a prior period. Rates in the

current case are being established for prospective application. While historical

information may be useful to address normalized expenses, an extremely abnormal event

like the May 2005 leaking gas line fire-related settlement expense, is not expected to

reoccur and should therefore not be built into pro forma operating expenses. Second, the

Company has not demonstrated that the May 2005 leaking gas line fire was not due.to its

own negligence. Ratepayers should not be burdened with extra costs that may have been

incurred as the result of negligence by the utility.

25

A.
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1 Q- Please explain the other information shown on Schedule C-12, page 2.

2

3

4

5

6

7

8

9

10

11

12

Lines 17-19 show a derivation of the adjustment to Southwest's proposed reserve for self-

insurance expense, as filed, under three scenarios: (1) using a 10-year average, without

adjustment for the May 2005 leaking gas line fire, (2) using a 10-year average, with the

extreme and abnormal amount of over $10 million related to the May 2005 leaking gas

line fire removed, and (3) using normalized self-insurance expense of $820,000 for

Arizona Direct and $200,000 for common allocated. Line 19 shows the approximate net

adjustment to Southwest's as-filed pro forma expense, under each of the above.

Lines 20-22 present similar information, with the frame of reference being Southwest's

proposed revised expense for self-insurance. Line 22 shows the approximate net

adjustment to Southwest's proposed revised pro forma expense, under each of the above

scenarios.

1 3

1 4

1 5

1 6

Q~ Please summarize Staffs adjustment for Injuries and Damages Expense.

As shown on Schedule C-12, page 1, Southwest's as-filed pro forma expense for Injuries

and Damages (Account 925) should be reduced by $861,717.

17

18

19

2 0

C-13 Leased Aircraft Operating Costs

Q, Please explain your adjustment for Leased Aircraft Operating Costs.

21

22

23

24

25

A. This adjustment normalizes the expense for Southwest's leased aircraft operating costs.

Southwest does not own aircraft, but does lease aircraft for its business operations. The

expense for the test year is higher than for any year in the four-year period, 2004 through

2007. As shown on Schedule C-13, the test year expense for leased aircraft is adjusted

downward by $32,814 to a normalized mount based on the four-year period, 2004

through 2007.

26

A.

A.
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1

2

C-14 El Paso Pipeline Rate Case Litigation Cost

Q. Please explain your adjustment for El Paso Pipeline Rate Case Litigation Cost.

3

4

5

6

7

8

9

10

11

A. The Company's recorded expense for El Paso Pipeline Litigation allocated to Arizona

operations of $854,889, is higher than the amount in any year, 2005, 2006 or 2007, and

appears to contain expense for a period when the cost for such litigation was at its peak.

In comparison with the test year Arizona Direct amount expense of $843,038, the

comparable Arizona Direct expense for was $117,761 for 2005, $800,809 for 2006, and

$167,675 for 2007. Additionally, Southwest's response to data request STF-10-1 lists

zero expense for this in 2004.22 As shown on Schedule C-14, the abnonnally high test

year expense for the El Paso Pipeline Rate Case Litigation is adjusted downward by

$477,415, to a normalized level, based on the average for 2005 through 2007.

12

13

14

C-15 Annualized Amortization for New Intangible Plant

Q, Please explain Staff's adjustment for the annualized amortization for new intangible

plant that was placed into service by December 31, 2007.15

16

17

18

19

20

21

22

23

Southwest's filing included an adjustment (Company Adjustment No. 14) to add to test

year amortization expense $565,333 for the annualized amortization on new intangible

plant that the Company projected would be placed into service by December 3 l , 2007. As

noted above, Staff has made a related adjustment to rate base in Staff Adjustment B-6.

Staff Adjustment C-15 adjusts the Company's estimated amounts. As shown on Schedule

C-15, to reflect actual new intangible plant that was placed into service by December 31,

2007, the estimated annualized amortization for new Intangible Plant allocated to Arizona

that had been reflected in Southwest's filing is reduced by $181,069.

24

A.

22 See Attachment Rcs-5.
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1 Q- Does this conclude your testimony?

2 A. Yes, it does.



Attachment RCS-1
QUALIFICATIONS OF RALPH c. SMITH

Accomplishments
Mr. Smith's professional credentials include being a Certified Financial PIannerTm professional, a licensed
Certified Public Accountant and attorney. He functions as project manager on consulting projects
involving utility regulation, regulatory policy and ratemaking and utility management. His involvement in
public utility regulation has included project management and in-depth analyses of numerous issues
involving telephone, electric, gas, and water and sewer utilities

Mr. Smith has performed work in the field of utility regulation on behalf of industry, PSC staffs, state
attorney generals, municipalities, and consumer groups concerning regulatory matters before regulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Florida, Georgia
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New
Jersey, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina, South Dakota, Texas
Washington, Washington, D.C., Canada, Federal Energy Regulatory Commission and various state and
federal courts of law. He has presented expert testimony in regulatory hearings on behalf of utility
cormnission staffs and interveners on several occasions

Project manager in Larldn & Associates' review, on behalf of the Georgia Commission Staff, of the budget
and planning activities of Georgia Power Company, supervised 13 professionals, coordinated over 200
interviews with Company budget center managers and executives, organized and edited voluminous audit
report, presented testimony before the Commission. Functional areas covered included fossil plant O&M
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommendations were accepted by the Commission

Key team member in the firm's management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska Commission Staff; which assessed the effectiveness of the Utility's operations in
several areas; responsible for in-depth investigation and report writing in areas involving information
systems, finance and accounting, affiliated relationships and transactions, and use of outside contractors
Testified before the Alaska Commission concerning certain areas of the audit report. AWWU concurred
with each of Mr. Smith's 40 plus recommendations for improvement

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law firm of
Cravath, Swain & Moore in conjunction with the case of Reynolds Metals Co. vs. the Columbia Gas
System, Inc.; drafted in-depth report concerning the regulatory treatment at both state and federal levels of
issues such as flexible pricing and mandatory gas transportation

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin
Electric Utility on behalf of the residential consumers. Among the numerous ratemaldng issues addressed
was the economies of the Utility's employment of outside services, provided both written and oral
testimony outlining recommendations and their bases. Most of Mr. Smith's recommendations were adopted
by the City Council and Utility in a settlement

Key team member performing an analysis of the rate stabilization plan submitted by the Southern Bell
Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of the Company's
projections and budgets which were used as the basis for establishing rates

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri; sponsored the complex
technical analysis and calculations upon which the firm's testimony in that case was based. He has also
assisted in analyzing changes in depreciation methodology for setting telephone rates



Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas Utilities
Company, Michigan Consolidated Gas Company, and Consumers Power Company. Drafted
recormnendations regarding the appropriate rate of interest to be applied to any over or under collections
and the proper procedures and allocation methodology to be used to distribute any refunds to customer
classes

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan. Addressed
appropriate interest rate and compounding procedures and proper allocation methodology

Project manager in the review of the request by Central Maine Power Company for an increase in rates
The major area addressed was the propriety of the Company's raternaldng attrition adjustment in relation to
its corporate budgets and projections

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986 on gas
distribution utility operations of the Northern States Power Company. Analyzed the reduction in the
corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer advances, CIAC, and timing
of TRA-related impacts associated with the Company's tax liability

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 1986 on
the operations of Connecticut Natural Gas Company on behalf of the Connecticut Department of Public
Utility Control - Prosecutorial Division, Connecticut Attorney General, and Connecticut Department of
Consumer Counsel

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company ("NWB")
doing business as U S West Communications ("USWC"). Objective was to express an opinion as to
whether current rates addressed by the plan were appropriate from a Minnesota intrastate revenue
requirements and accounting perspective, and to assist in developing recommended modifications to
NWB's proposed Plan

Performed a variety of analytical and review tasks related to our work effort on this project. Obtained and
reviewed data and performed other procedures as necessary ( l) to obtain an understanding of the
Company's Incentive Plan filing package as it relates to rate base, operating income, revenue requirements
and plan operation, and (2) to formulate an opinion concerning the reasonableness of current rates and of
amounts included within the Company's Incentive Plan filing. These procedures included requesting and
reviewing extensive discovery, visiting the Company's offices to review data, issuing follow-up
information requests in many instances, telephone and on-site discussions with Company representatives
and frequent discussions with counsel and DPS Staff assigned to the project

Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the Department
of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site review and audit of
Company, identiticadon and analysis of specific issues, preparation of data requests, testimony, and cross
examination questions. Testified in Hearings

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards for
Management Audits

Presented training seminars covering public utility accounting, tax reform, ratemaking, affiliated
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, and
Pennsylvania. Seminars were presented to commission staffs and consumer interest groups



Previous Positions

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved primarily in
utility regulatory consulting, and also in tax planning and tax research for businesses and individuals, tax
return preparation and review, and independent audit, review and preparation of financial statements

Installed computerized accounting system for a realty management firm

Education

Bachelor of Science in Administration in Accounting, with distinction, University of Michigan, Dearborn

Master of Science in Taxation, Walsh College, Michigan, 198 l. Master's thesis dealt with investment tax
credit and property tax on various assets

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient of
American Jurisprudence Award for academic excellence

Continuing education required to maintain CPA license and CFP® certificate

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and Ceititied
Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986

Michigan Bar Association

American Bar Association, sections on public utility law and taxation

Partial list of utility cases participated in

79-228-EL-FAC
79-231-EL-FAC
79-535-EL-AIR
80-235-EL-FAC
80-240-EL-FAC
U- 1933 *
U-6794
81 -0035TP
81 -0095TP
81 -308-EL-EFC
810136-EU
GR-81 -342
Tr-81 -208
U-6949

18328
18416
820100-EU

U-7236
U6633-R
U-6797-R

Cincinnati Gas & Electric Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
East Ohio Gas Company (Ohio PUC)
Ohio Edison Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
Tucson Electric Power Company (Arizona Corp. Commission)
Michigan Consolidated Gas Co. --16 Refunds (Michigan PSC)
Southern Bell Telephone Company (Florida PSC)
General Telephone Company of Florida (Florida PSC)
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC)
Gulf Power Company (Florida PSC)
Northern States Power Co. -- E-002/lVIinnesota (Minnesota PUC)
Southwestern Bell Telephone Company (Missouri PSC))
Detroit Edison Company (Michigan PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Alabama Gas Corporation (Alabama PSC)
Alabama Power Company (Alabama PSC)
Florida Power Corporation (Florida PSC)
Kentucky Utilities (Kentucky PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Detroit Edison - Burlington Norther Refund (Michigan PSC)
Detroit Edison - MRCS Program (Michigan PSC)
Consumers Power Company -MRCS Program (Michigan PSC)
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U-5510-R Consumers Power Company - Energy conservation Finance
Program (Michigan PSC)
South Carolina Electric & Gas Company (South Carolina PSC)
Generic Working Capital Hearing (Michigan PSC)
Westcoast Transmission Co., (National Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida PSC)

82-240E
7350
RH-1-83
820294-TP
82-165-EL-EPC
(subfile A)
82-168-EL-EPC
830012-EU
U-7065
8738
ER-83-206
U-4758
8836
8839
83-07-15
81-0485-WS
U-7650
83-662
U-7650
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83-1039
U-7802
83-1226
830465-EI
U-7777
U-7779
U-7480-R
U-7488-R
U-7484-R
U-7550-R
U-7477-R**
18978
R-842583
R-842740
850050-EI
16091
19297
76-18788AA
&76-18793AA

Toledo Edison Company(Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
Tampa Electric Company (Florida PSC)
The Detroit Edison Company - Fermi II (Michigan PSC)
Columbia Gas of Kentucky, Inc. (Kentucky PSC)
Arkansas Power & Light Company (Missouri PSC)
The Detroit Edison Company -. Refunds (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas Company (Kentucky PSC)
Connecticut Light & Power Co. (Connecticut DPU)
Palm Coast Utility Corporation (Florida PSC)
Consumers Power Co. - Partial and Immediate (Michigan PSC)
Continental Telephone Company of California, (Nevada PSC)
Consumers Power Company .- Final (Michigan PSC)
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC)
Louisiana Power & Light Company (Louisiana PSC)
Campaign Ballot Proposals (Michigan PSC)
Seacoast Utilities (Florida PSC)
Detroit Edison Company (Michigan PSC)
CP National Corporation (Nevada PSC)
Michigan Gas Utilities Company (Michigan PSC)
Sierra Pacific Power Company (Nevada PSC)
Florida Power & Light Company (Florida PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company (Michigan PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company -- Gas (Michigan PSC)
Michigan Gas Utilities Company (Michigan PSC)
Detroit Edison Company (Michigan PSC)
Indiana & Michigan ElectriC Company (Michigan PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)
Duquesne Light Company (Pennsylvania PUC)
Pennsylvania Power Company (Pennsylvania PUC)
Tarrqoa Electric Company (Florida PSC)
Louisiana Power & Light Company (Louisiana PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)

Detroit Edison - Refund - Appeal of U-4807 (Ingham
County, Michigan Circuit Court)

85-53476AA
& 85-534785AA Detroit Edison RefUnd - Appeal of U-4758

(Ingham County, Michigan Circuit Court)
Consumers Power Company - Gas Refunds (Michigan PSC)
United Telephone Company of Missouri (Missouri PSC)
Central Maine Power Company (Maine PSC)

U-8091/U-8239
TR-85-179**
85-212
ER-85646001
& ER-85647001
850782-EI & 850783-EI
R-860378

New England Power Company (FERC)
Florida Power & Light Company (Florida PSC)
Duquesne Light Company (Pennsylvania PUC)
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R-850267
851007-WU
& 840419- SU
G-002/GR-86- 160
7195 (Interim)
87-01 -03
87-01 -02

Pennsylvania Power Company (Pennsylvania PUC)

R-860378
3673-
29484
U-8924
Docket No. 1
Docket E-2, Sub 527
870853
880069**
U-1954-88-102
T E-1032-88-102
89-0033
U-89-2688-T
R-891364
F.C. 889
Case No. 88/546*

Florida Cities Water Company (Florida PSC)
Northern States Power Company (Minnesota PSC)
Gulf States Utilities Company (Texas PUC)
Connecticut Natural Gas Company (Connecticut PUC))
Southern New England Telephone Company
(Connecticut Department of Public Utility Control)
Duquesne Light Company Surrebuttal (Pennsylvania PUC)
Georgia Power Company (Georgia PSC)
Long Island Lighting Co. (New York Dept. of Public Service)
Consumers Power Company - Gas (Michigan PSC)
Austin Electric Utility (City of Austin, Texas)
Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and Water Company (Pennsylvania PUC)
Southern Bell Telephone Company (Florida PSC)
Citizens Utilities Rural Company, Inc. & Citizens Utilities
Company, Kinsman Telephone Division (Arizona CC)
Illinois Bell Telephone Company (Illinois CC)
Puget Sound Power & Light Company (Washington UTC))
Philadelphia Electric Company (Pennsylvania PUC)
Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et al Plaintiffs, v.
Gulf+Western, Inc. et al, defendants (Supreme Court County of

87-11628*

890319-EI
891345-EI
ER 8811 0912]
6531
R0901595
90-10
89-12-05
900329-WS
90-12-018
90-E-1185
R-911966
1.90-07-037, Phase II

U-1551-90-322
U-1656-91-134
U-2013-91-133
91-174***

U-1551-89-102
& U-1551-89-103
Docket No. 6998
TC-91 -040A and
TC~91-040B

Rebuttal and PGA Audit (Arizona

9911030-WS &
911-67-WS
922180
7233 and 7243

Onondaga, State of New York)
Duquesne Light Company, et al, plaintiffs, against Gu1f+
Western, Inc. et al, defendants (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division)
Florida Power & Light Company (Florida PSC)
Gulf Power Company (Florida PSC)
Jersey Central Power & Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
Equitable Gas Company (Pennsylvania Consumer Counsel)
Artesian Water Company (Delaware PSC)
Southern New England Telephone Company (Connecticut PUC)
Southern States Utilities, Inc. (Florida PSC)
Southern California Edison Company (California PUC)
Long Island Lighting Company (New York DPS)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
(Investigation of OPEBs) Department of the Navy and all Other
Federal Executive Agencies (California PUC)
Southwest Gas Corporation (Arizona CC)
Sun City Water Company (Arizona RUCO)
Havasu Water Company (Arizona RUCO)
Central Maine Power Company (Department of the Navy and all
Other Federal Executive Agencies)
Southwest Gas Corporation -
Corporation Commission)
Hawaiian Electn'c Company (Hawaii PUC)
Intrastate Access Charge Methodology, Pool and Rates
Local Exchange Carriers Association and South Dakota
Independent Telephone Coalition
General Development Utilities -
West Coast Divisions (Florida PSC)
The Peoples Natural Gas Company (Penllsylvania PUC)
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC)

P011 Malabar and
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R-00922314
& M-920313C006
R00922428
E-1032-92-083 &
U-1656-92-183

Metropolitan Edison Company (Pennsylvania PUC)
Pennsylvania American Water Company (Pennsylvania PUC)

92-09-19
E-1032-92-073
UE-92-1262
92-345
R-932667
U-93-60**
U-93-50**
U-93-64
7700
E-1032-93-111 &
U-1032-93-193
R-00932670
U-1514-93-169/
E-1032-93-169
7766
93-2006- GA-AIR*
94-E-0334
94-0270
94-0097
PU-314-94-688
94-12-005-Phase I
R-953297
95-03-01
95-0342
94-996-EL-AIR
95-1000-E
Non-Docketed
Staff Investigation
E-1032-95-473
E-1032-95-433

GR-96-285
94-10-45
A.96~08-001 et al.

96-324
96-08-070, et al.

97-05-12
R-00973953

97-65

Citizens Utilities Company, Agua Fria Water Division
(Arizona Corporation Commission)
Southern New England Telephone Company (Connecticut PUC)
Citizens Utilities Company (Electric Division), (Arizona CC)
Puget Sound Power and Light Company (Washington UTC))
Central Maine Power Company (Maine PUC)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
Matanuska Telephone Association, Inc. (Alaska PUC)
Anchorage Telephone Utility (Alaska PUC)
PTI Communications (Alaska PUC)
Hawaiian Electric Company, Inc. (Hawaii PUC)
Citizens Utilities Company - Gas Division
(Arizona Corporation Commission
Pennsylvania American Water Company (Pennsylvania PUC)
Sale of Assets CC&N from Contel of the West, Inc. to
Citizens Utilities Company (Arizona Corporation Cormnission)
Hawaiian Electric Company, Inc. (Hawaii PUC)
The East Ohio Gas Company (Ohio PUC)
Consolidated Edison Company (New York DPS)
Inter-State Water Company (Illinois Commerce Commission)
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC)
Application for Transfer of Local Exchanges (North Dakota PSC)
Pacific Gas & Electric Company (California PUC)
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC)
Southern New England Telephone Company (Connecticut PUC)
Consumer Illinois Water, Kankakee Water District (Illinois CC)
Ohio Power Company (Ohio PUC)
South Carolina Electric & Gas Company (South Carolina PSC)
Citizens Utility Company - Arizona Telephone Operations
(Arizona Corporation Commission)
Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC)
Citizens Utility Co. - Arizona Electric Division (Arizona CC)
Collaborative Ratemaking Process Columbia Gas of Pennsylvania
(Pennsylvania PUC)
Missouri Gas Energy (Missouri PSC)
Southern New England Telephone Company (Connecticut PUC)
California Utilities' Applications to Identify Sunk Costs ofNon-
Nuclear Generation Assets, & Transition Costs for Electric Utility
Restructuring, & Consolidated Proceedings (California PUC)
Bell Atlantic - Delaware, Inc. (Delaware PSC)
Pacific Gas & Electric Co., Southern California Edison Co. and
San Diego Gas & Electric Company (California PUC)
Connecticut Light & Power (Connecticut PUC)
Application of PECO Energy Company for Approval of its
Restructuring Plan Under Section 2806 of the Public Utility Code
(Pennsylvania PUC)
Application of Delmarva Power &Light Co. for Application of a
Cost Accounting Manual and a Code of Conduct (Delaware PSC)
Energy Gulf States, Inc. (Cities Steering Committee)
Southwestern Telephone Co. (Arizona Corporation Commission)
Delaware - Estimate Impact of Universal Services Issues
(Delaware PSC)

16705
E- 1072-97-067
Non-Docketed
Staff Investigation
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PU-314-97-12
97-0351
97-8001

US West Communications, Inc. Cost Studies (North Dakota PSC)
Consumer Illinois Water Company (Illinois CC)
Investigation of Issues to be Considered as a Result of Restructuring of Electric
Industry (Nevada PSC)
Generic Docket to Consider Competition in the Provision
of Retail Electric Service (Arizona Corporation Commission)

98-05-006-Phase I San Diego Gas & Electric Co., Section 386 costs (California PUC)
9355-U Georgia Power Company Rate Case (Georgia PUC)
97-12-020 - Phase I Pacific Gas & Electric Company (California PUC)
U-98-56, U-98-60, Investigation of 1998 Intrastate Access charge filings
U-98-65, U-98-67 (Alaska PUC)
(U-99-66, U-99-65, Investigation of 1999 Intrastate Access Charge filing
U-99-56, U-99-52) (Alaska PUC)
Phase II of 97-SCCC-149-GIT

Southwestern Bell Telephone Company Cost Studies (Kansas CC)
PU-314-97-465 US West Universal Service Cost Model (North Dakota PSC)
Non-docketed Assistance Bell Atlantic - Delaware, Inc., Review of New Telecomm.

U-0000-94-165

Contract Dispute

Non-docketed Project
Non-dockete d
Project
E-1032-95-417

T-1051B-99-0497

T-01051B-99-0105
A00-07-043
T-01051B-99-0499
99-419/420
pU314-99_119

98-0252

00- 108
U-00-28
Non-Docketed

00-11-038
00-11-056
00-10-028

98-479

99-457

99-582

99-03-04

and Tariff Filings (Delaware PSC)
City of Zealand, MI - Water Contract with the City of Holland, MI
(Before an arbitration panel)
City of Danville, IL - Valuation of Water System (Danville, IL)
Village of University Park, IL - Valuation of Water and
Sewer System (Village of University Park, Illinois)
Citizens Utility Co., Maricopa Water/Wastewater Companies
et al. (Arizona Corporation Commission)
Proposed Merger of the Parent Corporation of Qwest
Cornniunications Corporation, LCI International Telecom Corp.,
and US West Communications, Inc. (Arizona CC)
US West Communications, Inc. Rate Case (Arizona CC)
Pacific Gas & Electric - 2001 Attrition (California PUC)
US West/Quest Broadband Asset Transfer (Arizona CC)
US West, Inc. Toll and Access Rebalancing (North Dakota PSC)
US West, Inc. Residential Rate Increase and Cost Study Review
(North Dakota PSC
Ameritech - Illinois, Review of Alternative Regulation Plan
(Illinois CUB)
Delmarva Billing System Investigation (Delaware PSC)
Matanuska Telephone Association (Alaska PUC)
Management Audit and Market Power Mitigation Analysis of the
Merged Gas System Operation of Pacific Enterprises and Enova
Corporation (California PUC)
Southern California Edison (California PUC)
Pacific Gas & Electric (California PUC)
The Utility Reform Network for Modification of Resolution E-
3527 (California PUC)
Delmarva Power & Light Application for Approval of its Electric
and Fuel Adjustments Costs (Delaware PSC)
Delaware Electric Cooperative Restructuring Filing (Delaware
PSC)
Delmarva Power & Light db Conectiv Power Delivery
Analysis of Code of Conduct and Cost Accounting Manual (Delaware PSC)
United Illuminating Company Recovery of Stranded Costs
(Connecticut OCC)
Connecticut Light & Power (Connecticut OCC)99-03-36

Civil Action No.
98-1117 West Penn Power Company vs. PA PUC (Pennsylvania PSC)
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Case No. 12604
Case No. 12613
41651
13605-U
14000-U
13196-U

Non-D0 cketed

Non-Docketed

Application No.
99-01 -016,

Upper Peninsula Power Company (Michigan AG)
Wisconsin Public Service Commission (Michigan AG)
Northern Indiana Public Service Co Overeamings investigation (Indiana UCC)
Savannah Electric & Power Company .- FCR (Georgia PSC)
Georgia Power Company Rate Case/M&S Review (Georgia PSC)
Savannah Electric & Power Company Natural Gas Procurement and Risk
Management/Hedging Proposal, Docket No. 13196-U (Georgia PSC)
Georgia Power Company & Savannah Electric & Power FPR
Company Fuel Procurement Audit (Georgia PSC)
Transition Costs of Nevada Vertically Integrated Utilities (US Department of
Navy)
Post-Transition Ratemaking Mechanisms for the Electric Industry
Restructuring (US Department of Navy)

Phase I
99-02-05
01 -05- 19-RE03

G-01551A-00-0309

00-07-043

Connecticut Light & Power (Connecticut OCC)
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM
(Connecticut OCC)
Southwest Gas Corporation, Application to amend its rate
Schedules (Arizona CC)
Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

97-12-020
Phase II
01-10-10
13711-U
02-001
02-BLVT-377-AUD
02-S&TT-390-AUD
01-SFLT-879-AUD

01-BSTT-878-AUD

Pacific Gas & Electric Company Rate Case (California PUC)
United Illuminating Company (Comiecticut OCC)
Georgia Power PCR (Georgia PSC)
Verizon Delaware §27l(Delaware DPA)
Blue Valley Telephone Company Audit/General Rate Investigation (Kansas CC)
S&T Telephone Cooperative Audit/General Rate Investigation (Kansas CC)
Sunflower Telephone Company Inc., Audit/General Rate Investigation
(Kansas CC)
Bluestem Telephone Company, Inc. Audit/General Rate Investigation
(Kansas CC)

p404, 407, 520, 413
426, 427, 430, 421/
CI-00-712

U-01-85

U-01-34

U-01-83

U-01-87

96-324, Phase II
03 -WHST-503-AUD
04-GNBT- 130-AUD
Docket 6914

Sherburne County Rural Telephone Company, db as Connections, Etc.
(Minnesota Doc)
ACS of Alaska, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Anchorage, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Fairbanks, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of the Northland, db as Alaska Communications Systems (ACS), Rate
Case (Alaska Regulatory Commission PAS)
Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC)
Wheat State Telephone Company (Kansas CC)
Golden Belt Telephone Association (Kansas CC)
Shoreham Telephone Company, Inc. (Vermont BPU)



Schedule Description Pages
Revenue Requirement Summary Schedules

A Calculation of Revenue Deficiency (Sufficiency) 1
A-1 Gross Revenue Conversion Factor 1
B Adjusted Rate Base 1

B.1 Summary of Rate Base Adjustments 2
C Adjusted Net Operating Income 1

C.1 Summary of Net Operating Income Adjustments 3
D Capital Structure and Cost Rates 1

Rate Base Adjustments
B-1 Yuma Manors Pipe Replacement 1
B-2 Customer Advances for Construction 2
B-3 Cash Worldng Capital 1
B-4 Customer Deposits 3
B-5 Accumulated Deferred Income Taxes - Acct. 190 2
B-6 Intangible Plant Added Alter the Test Year 1
B-7 Accumulated Deferred Income Taxes - RCND 1

Net Operating Income Adjustments
C-1 Yuma Manors Depreciation and Property Tax Expense 2
C-2 Gain on Sale fUtility Property 1
C-3 |Management Incentive Pro am 1
C-4 Stock Based Compensation 1
C-5 Supplemental Executive Retirement Expense 1
C-6 American Gas Association Dues 1
C-7 TRIMP Surcharge 3

C-8 A&G Expenses - Annualized Paiute Allocation 1
C-9 Interest on Customer Deposits 1
c -10 Interest S chronization 1
c-11 Flow Back Excess Deferred Income Taxes 1
C-12 Injuries and Damages 2
C-13 Leased Aircraft Operating Costs 1
C-14 El Paso Natural Gas Rate Case Expense 1
C-15 New Intangible Plant Annualized Amortizations 1

Total Pages 41

Sou thwe s t  Gas  Cor por a t i on

Doc k e t  No .  G- 0 1 5 5 1 A - 0 7 - 0 5 0 4

A t t ac hme nt  R CS- 2

Sta i r  Accou nt i ng  Schedu l e s

Accompanying the Sun'ebuttal Testimony of Ralph C. Smith
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Southwest Gas Corporation
Capital Structure & Cost Rates
Cost of Service Methodology

Docket No. G-01551 A-07-0504
Schedule D
Page 1 of 1

Test Year Ended April 30, 2007

Line
No. Capita1 Source

Capitalization
Amount Percent

( A ) (B)

Cost
Rate

(C )

Weighted Avg.
Cost of Capital

(D)

1
2
3
4

SWG - Proposed
Long-Term Debt
Preferred Equity
Common Stock Equity

Total Capital

51 .00%
4.00%

45.00%
100.00%

7.96%
8.20%

11.25%

4.06%
0.33%
5.06%
9.45%

Supporting
OCRB

5
6
7
8

ACC Staff - Proposed for OCRB
Long-Term Debt
Preferred Equity
Common Stock Equity

Total Capital

s 557,358,002
s 47,944,774
$ 464,893,080
$1,070,195,856

52.08%
4.48%

43.44%
100.00%

7.96%
6.40%

l0.250%

4. l5%
0.29%
4.45%
8.88%

9 Difference -0.57%

10 Weighted Cost of Debt 4.43%

11
12
13
14
15

7.96%
8.20%

10.000%

3.18%
0.28%

3.34%

23.19%
100.00%

0% [a]
16

ACC Staff - Proposed Cost of Capital for Fair Value Rate Base - Option 1
Long-Term Debt $ 557,358,002 40.00%
Preferred Equity S 47,944,774 3.44%
Common Stock Equity $ 464,893,080 33.37%

Capital financing OCRB $1 ,070, 195,856
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

s 323,152,085
$1,393,347,941

0.00%
6.80%

17
18
19
2 0
21

7.96%
8.20%

10.00%

3.18%
0.28%
3.34%

23.19%
100.00%

1.25% [b] 0.29%
7.09%22

ACC Staff - Proposed Cost of Capital for Fair Value Rate Base - Option 2
Long-Term Debt $ 557,358,002 40.00%
Preferred Equity $ 47,944,774 3.44%
Common Stock Equity $ 464,893,080 33.37%

Capital financing OCRB $1 ,070,195,856
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

s 323,152,085
$1,393,347,941

Notes and Source
Lines 11-15, Col.A:
23 Fair Value Rate Base $l,393,347,942 Schedule A
24 Original Cost Rate Base $1 ,070,195,857 Schedule A
25 Difference $ 323,152,085

Difference is appreciation of Fair Value over Original Cost that is not recognized on the utility's books.
The appreciation of Fair Value over Original Cost has not been recognized on the utilitys books.
Such off-book appreciation has not been financed by debt or equity capital recorded on the utility's books.
The appreciation over Original Cost book value is therefore recognized for cost of capital
purposes at zero cost.
Per Staff witness David Parnell

la]

[b]
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Southwest Gas Corporation
Customer Advances for Construction

Docket No. G-01551 A-07-0504
Schedule B-2
Page 1 of l

Test Year Ended April 30, 2007

Line

No. Description Reference

1

2

3

Staff proposed
Company proposed

Staff adjustment to rate base

s
$

$

Amount

(A)
(49,194,789) See below

(37,910,017) See below
(11,284,772) Account 252

4

Related Accumulated Deferred Income Taxes :
Related ADIT 34.43% $ 3,885,347 Response to STF 1.25, Customer Advances

Account 2830 2100

Notes and Source
From Southwest Excel workpapers

Month
Monthly
Change

(c )
5
6
7

8
9

10
11

12
13
14
15
16

17

April-06
May-06
June-06
July-06

August-06
September-06

October-06

November-06
December-06
January 2007
Febmary-07
March-07
April-07

Account 252
Amount

(B)
s 25,965,151.95
s 27,771,678.00
$ 30,949,083.64
$ 32,596,096.25
$ 35,041,274.23
$ 36,572,842.62
$ 38,058,790.21
$ 38,732,669.00
s 41,078,965.78

$ 43,365,611.50
s 45,355,426.19
$ 48,147,845.19
s 49,194,789.04

$ 1,806,526.05
s 3,177,405.64
s 1,647,012.61
$ 2,445,177.98

s 1,531,568.39
$ 1,485,947.59
$ 673,878.79
S 2,346,296.78
$ 2,286,645.72

$ 1,989,814.69
$ 2,792,419.00
$ 1,046,943.85

18
19
20

Average
Year-End
Adj vestment

$ 37,910,017.20

$ 49,194,789.04
$ 11,284,771.84
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Southwest Gas Corporation
Customer Deposits

Docket No. G-01551A~07-0504
Schedule B-4
Page 1 of 3

Test Year Ended April 30, 2007

Line

No. Description Reference

1
2
3

Staff proposed
Company proposed
Staff adjustment to rate base

$

$

S

Amount

(A)
(34,402,771) See below
(31,921,898) See below

(2,480,873)

Notes and Source
From Southwest Excel workpapers

Month
Monthly
Change

(C )
4

5

6

7

8

9

10

11

12

13

14

15

16

April-06
May-06
June-06
July-06

August-06
September-06

October-06
November-06
December-06
January 2007
February-07

March-07
April-07

Amount

(B)
$ 29,940,533.00
$ 30,244,307.00
$ 30,534,168.00
s 30,907,667.00
$ 31,068,422.00
$ 31,294,649.00
s 31,925,334.07
$ 32,387,659.54
$ 32,677,847.19
$ 32,866,854.83
$ 33,171,594.71
$ 33,562,861.81
S 34,402,770.85

$
$
$
$
$
$
s
$
$
$
$
$

303,774.00
289,861.00
373,499.00
160,755.00
226,227.00
630,685.07
462,325.47
290,187.65
189,007.64
304,739.88
391,267.10
839,909.04

1 7

1 8
1 9

Average
Year-End
Adjustment

$ 31,921,897.62
S 34,402,770.85
$ 2,480,873.23

Source: Company Records, Account 235
(excludes 235.0 1330)



Southwest Gas Corporation
Customer Deposits

Docket No. G-01551 A-07-0504
Schedule B-4
Page 2 of 3

Test Year Ended April 30, 2007

Line
No. Month

Monthly
Change

(B)
l
2
3
4
5
6
7
8
9

10
l l
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61

September-02
October-02

November-02
December-02

January-03
February-03

March-03
April-03
May-03
June-03
July-03

August-03
September-03

October-03
November-03
December-03

January-04
February-04

March-04
April-04
May-04
June-04
July-04

August-04
September-04

October-04

November~04
December-04

January-05
February-05

March-05
April-05
May-05
June-05
July-05

August-05
September-05

October-05
November-05
December-05

January-06
February-06

March-06
April-06
May-06
June-06
July~06

August-06
September-06

October-06
November-06
December~O6

January-07
February-07

March~07
April-07
May-07
June-07
July-07

August-07
September-0'7

$
$
$
$
$
$
$
$
$
$
s
s
$
$
$
$
$
$
$
$
$
s
$
$
$
$
$
$
$
s
s
$
$
$
$
$
$
$
$
$
s
s
s
$
s
$
$
s
$
s
$
$
$
s
s
s
s
S
$
$
$

Amount

(A )
16,250,822
16,492,184
16,804,948
17,151 ,007
17,539,415
17,955,206
18,771 ,907
19,779,385
20,563,887
21,068,603
21 ,361 ,867
21,697,818
22,116,629
22,421,280
22,915,023
23,429,731
23,858,508
24,244,633
24,547,955
24,807,840
24,958,957
25,170,362
25,267,247
25,421 ,849
25,552,621
25,848,938

26,282,708
26,682,829
27,087,182
27,467,386

27,823,958
27,893,262
28,063,139
28,169,344
28,186,789
28,307,776
28,394,707
28,538,698
28,856,769
29,139,638
29,453,967
29,642,993
29,683,090
29,940,535
30,244,306
30,534,170
30,907,669
31,068,422
31 ,294,651
31,925,334
32,387,660
32,677,847
32,866,855
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346,059
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415,791
816,701

1,007,478
784,502
504,716
293,264
335,951
418,811
304,651
493,743
514,708
428,777
386,125
303,322
259,885
151,117
211,405
96,885

154,602
130,772
296,317

433,770
400,121
404,353
380,204
356,572
69,304

169,877
106,205
17,445

120,987
86,931

143,991
318,071
282,869
314,329
189,026
40,097

257,445
303,771
289,864
373,499
160,753
226,229
630,683
462,326
290,187
189,008
304,740
391,267
839,909
541,460
709,334
412,452
381,832
379,866

Source: Response to STF-1 -9 All are positive, i.e., increases
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Southwest Gas Corporation
Test Year Ending April 30, 2007
Comparison of TRIMP Expense Proposed by Company
with Annual Average for First Five Years of TRIMP

Docket No. G-01551 A-07-0504
Schedule C-7
Page 2 of 3

.r

Line
No. Month Year

TRIMP
Cost Average

2004

2005

2006

1
2
3
4
5
6
7
8
9
10

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49

January
February
March
April
May
June
July
August
September
October
November
December
January
February
March
Apri l
May
June
July
August
September
October
November
December
January
February
March
Apr i l
May
June
July
August
September
October
November
December
January
February
March
Apri l
May
June
July
August
September
October
November
December
GRAND TOTAL

2007

s
$
s
s
s
s
s
$
$
$
$
$
$
s
s
s
$
$
$
$
s
$
s
s
$
$
$
s
s
s
$
$
$
$
$
s
$
$
$
$
$
$
$
$
$
s
s
s
s

471 .82

6,544.60
5,129.14

34,505.15
26,727.58
43,458.93
47,645.50

249,744.24
3,287.69

10,172.00
112,724.24
74,840.59
34,496.78

153,864.86
59,016.31
37,807.80
74,315.00
57,342.53
81,834.80

116,930.64
3,399.49

112,185.46
89,027.76
14,517.99
78,760.70
25,798.91
11,716.63
25,738.65
61,415.65
40,789.65
53,181 .82

184,304.68
1,696.82

89,940.27
51 ,725.37

295,844.74
219,060.96
563,459.42
161,869.56
382,430.01
606,095.91
211,299.88
145,226.48
17,512.58

4,677,859.59 $ 935,571 92 Average for First Five Year TRIMP Period

50
51
52
53
54
55

s
s
s
$
$
$

414,226.96
816,633.24
700,837.39

2,746,162.00
4,677,859.59 s 935,571.92 Average for First Five Year TRIMP Period

56

ANNUAL TOTALS
2003
2004
2005
2006
2007

GRAND TOTAL

Compare:
Test Year Ending 4/30/07 s 920,913.89 Normalized O&M Expense for TRIMP

Proposed by Southwest Gas
Notes and Source
Response to STF-9-18 and STF-10-2
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Southwest Gas Corporation
Injuries and Damages, Account 925

Docket No. G~0l551A-07-*0504
Schedule C-12
Page 1 off

Test Year Ended April 30, 2007

Line
No. Description

Company
Test Year

As Recorded

(A)

Company
Requested
As Filed

(B )

Company
Requested

As Connected

(c )

Staff
Proposed

(D)

l
2
3
4

Arizona Direct
Legal and Other Costs
Reserve for Selflnsulance
Self-Insured Workmen's Comp
Total ArizonaDirect

s
s
$
s

467,269
(558,765)
497,524
406,028

s
$
$
$

467,269
(558,765)
497,524
406,028

$
$
$
$

467,269
(858,765)
497,524
106,028

s
$
$
$

467,269
820,000 c
497,524

1,784,793

Sta9`
Adjustment

(E)
CoLD - Col.B

$ .

s l ,378,765
$ _

$ 1,378,765

(3,930,256)
5
6
7
8
9
10
11

Common Before Allocation to Arizona
Legal and Other Costs
Reserve for Selflnsuranoe
Self-Insured Wollanen's Comp
Insurance

SubtotalbeforePaiute Allocation
PaiuteAllocation

Subtotal aler Paiute Allocation
3.96%

s
$
s
s
$
$
$

179,014
200,000
23,243

9,292,136
9,694,393
(395,033) a

9,299,360

$
s
s
S
s
s
S

179,014
4,130,256

23,243
9,738,915

14,071,428
(380,379) a

13,691,049

s
s
s
$
s
$
$

179,014
5,030,024

23,243
9,738,915

14,971,196
(592,859)

14,378,337

$
$
s
s
s
$
$

179,014
200,000 c
23,243

9,738,915
10,141,172

(401,590)
9,739,582

$
$
s
s
s
$
$

(3,930,256)
(21,211)

(3,9Sl,467)

12
13
14
15
16
17

Arizona Allocation of Common
Legal and Other Costs
Reserve for Selflnsmanoe
Self-Insured Wot]anen's Comp
Insunmce
Paiute Allocation
Total Common Allocated to Arizona

56.70%
56.70%
56.70%
56.70%
56.70%

$
s
s
s
s
s

101,501
113,400
13,179

5,268,641
(223,984)

5,272,737

s
s
s
$
$
S

101,501
2,341,855

13,179
5,521,965
(215,675)

7,762,825

s
$
s
$
s
s

101,501
2,852,024

13,179
5,521,965
(336,151)

8,152,518

s
$
$
$
s
s

101,501
113,400
13,179

5,521,965
(227,702)

5,522,343

s
s
s
s
s
$

(2,228,455)

(12,027)
(2,240,482)

18 Total Alizona Direct and Allocated $ 5,678,765 $ 8,168,853 $ 8,258,546 $ 7,307,136 s (861,717)

19 Ccmpanys proposed adjustments toAccount 925 in its filing S 2,490,088

Col.B-Ool.A

s 2,579,781

Col.C . Col.A
$ (861,717)

20
21
22
23

Components of Compares proposed adjustments to Account 925, I&J Expense:
SWG Adjustment 7, Out of Period Expenses
SWG Adjustment 10,Selflnsured RetentionNormalization
SWG Adjustment 12, A&G Expenses,Annualized Paiute Allocation

Total Company-pnwposed adjustments to Account 925 expense

$
$
$
$

253,324
2,228,455 b

8,309
2,490,088

$
s
$
s

253,324
2,318,148 b

8,309
2,579,781

$
$
$
$

253,324
1,366,738

8,309
1,628,371

44% 45% 29%24 Percentage increase over test year recorded amount

25 Staffpxoposed adjustment to SWG as-filed pro forma expense forAccount 925 s (861,717)

L.23, Col.D - Co1.B

s (861,717)

Notes and Source
A SWG response to Staffdata request STF-9~14
B Derived from SWG filing, Schedule C-2, Company Adjustment Nos. 7, 10 and 12 and response to STF-9- 14
C SWG response to Staff data request STF-9-14
D See page 2 of this schedule for Staff analysis often years ofreoorded expense for
a Paiute allocation used by SWG `m its filing does not calculate exactly to 3.96%
b SWG Adjustment 10, Selflnsured Retention Normalization

Component SWG Reoorded
Arizona Direct $ (558,765)
Common Allocated to Arizona $ 113,400
Subtotals $ (445,365)
Net SWG Proposed Adjustment, before change in Paiute allocation

26
27
28
29

SWG Filed
$ (558,765)
s 2,341,855
s 1,783,090
$ 2,228,455

_L.27,Col.B . Col.A
To Line 21

SWG Connected
$ (858,765)
$ 2,852,024
$ 1,993,259
$ 2,438,624

L.27, Col.C - Col.A

Staff Adjusted
s 820,000
$ 113,400
s 933,400
s l,378'765

Stay
Adjustment

s 1,378,765
s (2,228,455)
s (849,690)

30
31
32

s (223,984) Line 16 s
$

(236,0l1)
(12,027)

s (12,027)Paiute allocation
Change in Paiute allocation from test war rewarded
Comparesproposed correctedadjustment, net of change inPaiute allocation

Line 16 Less line 22
s (344,460)
s (120,476)
s 2,318,148

To Line 21
s (861,717) c

33

c

Staff adjustment to Southwest recorded, net of change 'm Paiute allocation

See page 2 0"Ms schedule for details of Staffreoommended normalized amount for self-insured expense.

$ 1,366,738

To Line 21
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Expenditures of the American Gas Association
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AUDIT REPORT ON THE EXPENDITURES

OF THE

AMERICAN GAS ASSOCIATION

(For the 12 month period ended December 31,1999)

JUNE 2001

10 FUI(

0 ?

n

n o

COMMITTEE ON
UTILITY ASSGCIATION OVERSIGHT

National Association of
Regulatory Utility Commissioners
1101 Vermont Avenue; Suite 200

Washington, D.C. 20005

Telephone No. (202) 1898-2200



EXPENSE CATEGORY PERCENTAGE

Public Affairs 15.43%

Communications 11.64%

Media Communications :

Commercial Equipment 4.47%

Environmental 0.74 %

Promotional 0.74%

Residential Equipment 2.98%

Corporate Affairs & International

General Counsel & Co orate Secretary 4.02%

Regulate Affairs 11.20%

Marketing Services 15.02%

Operating & Engineering Services 14.70%

Policy 84 Analysis

Induct Finance 84 Admin. Programs

12.07%

0.00%

107.23% *

Docket No. G-01551A-07-0504
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AMERICAN GAS ASSOCIATION
SUMMARY OF EXPENSES

FOR THE YEAR ENDED DECEMBER 31,1999

11.30%

| General & Administrative Expense

\
P TOTAL

* Expense in excess of 100% not funded by dues.

Note : The table above was prepared by the Staff Subcommittee on Utility Association
Oversight and should be read 'm conjunction with the audited financial statements and
schedules contained within this report. The expense categories listed above relate to
audit definitions found on page 111-3 herein.

lis
(



American Gas Association

Expenditures Funded by Member Dues

For the Year Ended December 3 I, 1999
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Group

Nuntlher

Group

Name

Net

Expense Adjustments

G&A

Allocation

(5 )

Adjusted
Net

Expense

03 Public Affairs 4,147,682 3, 4 (l,690,669) 455,752 2,912,765 15.43%

03 Communications 4 1,698,695 498,479 2,197,174 11.64°

08
759,932

176 708

126,708

503,934

1,z

1,7

1,2

843.200

140.592

140.59°
559.152

4.479

Media Communications

Commercial Equipment

Environmental

Promotional

Residential Equipment 1,2

61,868

10,316

10,316

4 1 ,027

21,400

3,568

3,568

14,191

06. 16 Corporate Affairs and International 1,483,688 3 (5,217) 655,144 2,133,615

General Counsel & Corp. Secretary 588,436 3 170,907 759,343

09 Regulatory Affairs 1,492,676 3 194,393 427,268 2,114,337

08 Marketing Services 4,654,503 1, 2 (2,302,920) 484,237 2,835,820 I-=.0

14 Operating & Engineering Services 1,949,534 826,051 2,775.585 14 700

Policy & Analysis 1,374,743 I 277.704 626,659 2,279,106 12.070 D

I N Industry Finance & Admin. Programs 498,349 56,969 555,318

-T>1.10.1 1 General & Administrative Expense 4,247,002 3 (2,809) (4,244,193)

Grand Total 21,953,895 s (1,707,296) s $20,246.599 107

05

Adjustments as a result of A.G.A./NARUC Oversight Committee Staff aareemem.
I Allocation of Group Vice President's salaries.
2 Media Communications portion of division expenses.
3 Expenses transferred to Government Relations.
4 Breakout of communications portion of division expenses
5 G&A allocated on basis of equivalent full-time employees during 1999.
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AMERICAN GAS ASSOCIATION

Definitions of Functional Cost Centers

For the Year Ended December 3 I , 1999

COST

CENTER DESCRIPTION

03 Communications develops informational materials for member companies and
consumers and coordinates all media activity.

Public affairs provides members with information on legislative developments:

prepares testimony, comments, and filings regarding legislative activities, lobbies on

behalf of the industry.

08 Media Communications manages the development and placement of consumer
information advertisements in national print and electronic media.

Commercial Equipment - explains the use of specific models of

commerciaVinstitutional equipment, emphasizing cost savings energy

efficiency and the other additional benefits of natural gas.

Environmental - describes the environmental benefits of natural gas to

advocate its increased use to replace other fuels.

Industrial Equipment - explains cost-savings, energy-savings and other
benefits provided by the industrial applicationsof specific equipment.

Institutional - to enhance the image of the natural gas industry as a business

entity.

Power Generation Natural Gas Equipment - explains cost-savings. energv-

savings and other benefits provided by specific equipment for generating

power.

Promotional - promotes the efficient use of natural gas by emphasizing the

resource efficiency, cost and other inherent qualities of natural gas.

Residential Equipment - explains cost-savings, energy-savings, and other

related benefits to the customer/user provided by certain models of residential

natural gas appliances such as boiler, furnaces, ranges and water heaters.

12 Finance & Administration develops and implements programs in such areas as

accounting, human resources and risk management for member companies.

1II-3
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05 General Counsel & Corporate Secretaw provides legal counsel to the Association

06 Corporate Affairs provides opportun'ities for interaction between member
companies and the financial community. The focus is to promote interest in the
investment opportunities in the industry.

09 Regulatory Affairs provides members with information on FERC and state
regulatory developments, prepares testimony, comments, and filings regarding
regulatory activities.

08 Market Development assists members in their efforts to encourage the most efficient
utilization of gas energy by exchanging information about marketing trends,
conducting utilization efficiency programs and exploring market opportunities.

14 Operating 8¢ Engineering develops and implements programs and practices to meet
the operational, safety and engineering needs of the industry.

07 Policy & Analysis identifies the need for and conducts energy analyses and modeling
efforts in the areas of gas supply and demand, economics and the environment.

General & Administrative includes:

01 Office of the President provides senior management guidance for all A.G.A.
activities.

10 Human Resourcesdevelops and administers employee programs and provides
general office and personnel services.

11 Finance and Administration develops and administers financial accounting
and treasury services and maintains computers services capability.

Pipeline Research: develops, manages and evaluates pipeline research projects that
provide advances in technology.

* Reserve: Extraordinary adjustments are recorded as reserve charges.
adjustmentsare identified in the audited financial statements.

Maj or

* Not funded by current year General Fund Dues.



L <" .ff
; '/» / "

Docket 0 -01551A-07-0504

Ljlill

Attachment RCS~3
Page 7 of 11

AUDIT REPORT ON THE EXPENDITURES

OF THE

AMERICAN GAS ASSOCIATION

(For the 12 month period ended December 31, 1998)

JANUARY 2000

18 Nil9 'We
a

n I

COMMITTEE ON
UTILITY ASSOCIATION OVERSIGHT-IT

National Association of
Regulatory Utility Commissioners

1101 Vermont Avenue, N.W., Suite 200
. Washington, D.C. 20005 .

I

Telephone No. (202) 898-2200
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Communications 10.27%

MEDIA COMMUNICATIONS: I
I

Commerc ia l u ipment 5 .96%

Environmental i

3 .37%
Industrial I uipment 1.36%

i

i

Promotional

rate SacraGeneral Counsel & Co I •

I
|

1.46%

8.40%
I
i

12.17%
I.
!

5 .54%
a
I
I

Government Relations 23 .86%
I
3
;

Marketing Services

Meeting Services

2
16.20%

i
i
|- 0 .18%

Operating & Engineering Services 4 .9 0 %
I
i

Planning & Analysis

General & Administrative se

9.51%

0 .0 0 %

IResidential uipment

Finance & Administration Services

TOTAL
I
i

102 .82%  *
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A M E R I C A N  G A S  A S S O C I A T I O N
S U M M A R Y  O F  E x p E n s 1 - 1 9

F O R  T H E  Y E A R  E N D E D  D E C E M B E R  3 1 ,  1 9 9 8

* Expense in excess of 100% not funded by dues.

Note: The table above was prepared by the Staff Subcommittee on Utility Association
Oversight and should be read in conjunction with the audited financial statements and
schedules contained within this report. The expense categories listed above relate to
audit definitions found on page IH-3 herein-
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American Gas Association _
Expenditures Funded by Member Dues
For the Year Ended December 3 I, 1998
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Group
Number

Group
Name

Net
Expense Adjustments

Adj used
Net

Expense

03 C mm unications 1,561,612 2 (2,679) 430,782 1,989,715 10.27%

13 Media Communications
Commercial Equipment
Environmental
Industrial Equipment
Promotional
Residential Equipment

1,105,739
625,598
252,954
270,820

1,557,378

1,2
1,2
1,2
1,2
1,2

31,943
18,072
7,307
7,823

44,990

I 7,848
10,098
4,083
4,372

25,139

1, 155,530
653,768
264,344
283,015

1,627,507

5.96%
3.37%
1.36%
1 .46%
8.40%

06 Finance & Administration Services 1,797,937 3 (13,893) 574,377 2,358,420 x2.17%

05 General Counsel 8:Corp. Secretary 938,797 3 (8,566) 143,594 1,073,825 5.54%

09 Government Relations 3,802,555 3 12,459 800,025 4,625,039 23.86%

08 Marketing Services 2,693,462 1 (107,456) 553,863 3,139,869 16.20%

04 Meeting Services (34,155) (34,155) -0.18%
I

14 Operating & Engineering Services 661,825 287,188 949,013 4.90%

07 Policy & Analysis 1,392,718 451,296 1,844,014 9.51%

01,10,1 I General & Administrative Expense 3,302,665 (3,302,665) 0 0,o0%

Grand Total 19,929,905 s  0 s 0 $ 19,929,905 102.84%

Adjustments as a insult of A.G.AJNARUC Oversight Committee Staff agreement.
I Allocation of Group Vice President's salaries.
2 Media Communications portion of division expenses.
3 Expenses transferred to Government Relations.
4 G&A allocated on basis of equivalent full-time employees during 1997.

u s
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AMERICAN GAS ASSOCIATION

incitions of Functional Cost Centers
For the Year Ended December 3 I . 1998

DESCRIPTION

Communications develops informational materials for member companies and
consumers and coordinates dl media activity

Media Communications manages the development and placement of consumer
information advertisements in national print and electronic media

Commercial Equipment -  ex p l a i ns  t he  use  o f  spec i f i c  m ode l s  o f
commercial/ insti tutional equipment, emphasizing cost sav ings energy
efficiency and the other additional benefits of natural gas

Environmental - describes the env ironmental benef its of  natural gas to
advocate its increased use to replace other fuels

Industrial Equipment - explains oostfsavings, energy~savings and other
benefits provided by the industrial applications of specific equipment

Promotional - promotes the efficient use of natural gas by emphasizing the
resource efficiency, cost and other inherent qualities of natural gas

Residential Eauiornent - explains cost-savings, energy-savings, and other
related beneiitsto the customer/user provided by certain models of residential
natural gas appliances such as boiler, furnaces, ranges and water heaters

Finance & Administration develops and implements progarns in such areas as
accounting, human resources and risk management for member companies

General Counsel & Corporate Secretary provides legal counsel to the Association

Government Relations prov ides members with information on legislative and
regulatory developments, prepares testimony, comments, and filings regarding
legislative and regulatory activities, lobbies on behalf of the industry

Marketing assists members in their efforts to encourage the most efficient utilization
of gas energy by exchanging information about marketing trends, conducting
utilization efficiency programs and exploring market opportunities
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04 Meeting Services and Membership Services provides support services for committee
meetings and conferences. In addition, coordinates services provided to members.

14 Operating & Engineering develops and implements programs and practices to meet
the operational, safety and engineering needs of the industry.

07 Policy & Analysis identifies the need for and conducts energy analyses and modeling
efforts in the areas of gas supply and demand, economics and the environment.

General & Administrativeincludes:

01 Office of the President provides senior management guidance for adj A.G.A.
activities.

10 Human Resources develops and administers employee programs and provides
general office and personnel services.

11 Finance and Administration develops and administers financial accounting
and treasury services and maintains computers services capability.

'* Pipeline Research: develops, manages and evaluates pipeline research projects that
provide advances in technology.

* Reserve: Extraordinary adjustments are recorded as reserve charges.
adjustments are identified in the audited financial statements.

Major

* Not funded by current year General Fund Dues.

111-4
w
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Excerpt from Florida PSC City Gas Company rate case 01152004

State of Florida

Public Service Commission
Capital Circle Office Center 290 Shu nard Day Boulevard

Tallahassee, Florida 32399-0850

MEMORANDUM

DATE:DECEMBER 23, 2003

TO:DIRECTOR, DIVISION OF THE COMMISSION CLERK & ADMINISTRATIVE
SERVICES (BAYO)

FROM:DWISION OF ECONOMIC REGULATION (BRINKLEY, BAXTER,
DRAPER, GARDNER., HEWITT, KAPROTH, KENNY, LESTER, InGo, c. ROMIG,

SPRINGER., STALLCUP, WHEELER, WINTERS)
DIVISION OF COMPETITIVE SERVICES (MAKIN)
OFFICE OF THE GENERAL COUNSEL (JAEGER)

RE:DOCKET no. 030569-GU - APPLICATION FOR RATE INCREASE BY CITY
GAS COMPANY OF FLORIDA.

AGENDA:01/06/04 - REGULAR AGENDA - PROPOSED AGENCY ACTION -
INTERESTED PERSONS MAY PARTICIPATE

CRITICAL DATES:5-MONTH EFFECTIVE DATE: JANUARY 15, 2004 (PAA
RATE CASE)

SPECIAL INSTRUCTIONS:NONE

FILE NAME AND LOCATION:S:\PSC\ECR\WP\City Gas 030569-GU\
Fina1.RCM

Final Attachments 1-5.123
Final Attachments 6A-7P.123

Fined Attachment8.xls
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ISSUE 39: Is City Gas's $(2,847) adjustment to Account 921, Office Supplies and
Expenses, for American Gas Association membership dues appropriate?

RECOMMENDATION: No. Account 921 , Office Supplies and Expenses, should be
reducedby an additional $13, 178 for American Gas Associationmembership dues related
to charitable contributionsand advertising that is not informational or educational in
nature. (C.ROMIG)

STAFF ANALYSIS: OnL8*RSchedule.G-2, Page 17 of 34, the Company included
$1,966,495 in its Account 921, Office Supplies and Expense for the 2003 interim year
Included in this amount is $39,277 related to American Gas Association (AGA)
membership dues. This was inflated for customer growth and gememal inflation of 1.0232
to $40,188. On MFR G-2,Page2 of34, it removed $2,847 that was labeled as
attributable to lobbying." This represents an adjustment of 7.08%

In City Gas's last rate case, In re: Request for rate increase by City Gas Company of
Florida, Docket No. 000768-GU, Order No. PSC-01-03 l6~pAA-GU, issued February 5
2001 , the Company removed $4,045 for AGA dues for lobbying. The Commission
removed an additional combined amount of$4,970 for memberships, dues and
contributions. In re: Application for a rate increase by City Gas Company of Florida
Docket No. 940276-GU, Order No. PSC-94-0957~FOF-GU, issued August 9, 1994, for
interim purposes, the Commission disallowed 40% of AGA dues. This order stated that
the percentage was based on the 1993 National Association of Regulatory Commission's
(NARUC) Audit Report on the Expenditures of the American Gas Association (Audit
Report). Order No. PSC-94-0957-FOF-GU tiirther stated that this reduction was
consistent with adjustments made in rate cases involving other gas companies. In die final
order in Docket No. 940276-GU, Order No. PSC-94-1570-FOF-GU, issued December
19. 1994, the Commission removed 40.48% of AGA dues "which were related to
lobbying arid advertising that did not meet the criteria of being informational or
educational in nature." In re: Request for rate increase by Florida Division of Chesapeake
Utilities Corporation, Docket No. 000108-GU, Order No. PSC-00-2263~FOF-GU, issued
November 28, 2000, the Commission removed 45.10% of AGA dues

The latest NARUC Audit Report cm AGA expenditures that Staff was able to locate is
dated June, 2001, for the twelve-month period ended December 31 , 1999. By a review of
the Summary of Expenses, it appears that41.65% of 1999 AGA expenditures are for
lobbying and advertising. Stat? has not been able to locate a more recent NARUC Audit
Report of the AGA expenditures. However, because approximately 40% appears to have
been consistent over a number of years, Staff believes it is not unreasonable to assume
that 40% is representative of 2003 and 2004 expenditures and recommends that 40% of
AGA dues be disallowed in this proceeding

From information suppliedby the Company, AGA dues were $39,277 in2003
Accordingto recommendations inIssue 44 and 45, Account921 should betrended on
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inflation only at 2.0% for 2004. On that basis the 2004 amount is $40,063 ($39,277 x Page 3 of 3
1.02). Disallowing 40% would result 'm disallowing $16,025 for 2004. The Company's
$2,847 adjustment reduces Staffs adjustment to $13,178 ($l6,025 $2,847) for 2004
This position follows past Commission practice of placing charitable contributions and
advertising that is not informational or educational in nature below the l i ne

Based on the above analysis, Account 921, Office Supplies and Expenses, should be
reduced by an additional $13,178 for AGA membership dues related to charitable
contributions and advertising that is not informational or educational in nature

The Company is in agreement with this adjustment



Data Request/
Workpaper No. Subject Confidential No. of Pages Page No.

STF-7-1 Yuma Manors System Improvement Project No 2 2 -3
STF-11-6 Yuma Manors System Improvement Project No 3 4-6
STF-11-2 Cash Working Capital No 1 7
STF-11-3 Cash Working Capital No 2 8-9

sTF-11-10(a) ADIT No 5 10- 14
STF-1-96 Gain on Sale No 3 ts- 17
STF-9-1 Gain on Sale No 2 18- 19

STF-11-15 Management Incentive Compensation No 2 20-21
STF-1-49 Management Incentive Compensation 8< SERP No 7 22-28
STF-1-87 Precedent No 2 29-30

sTF-10-12 Stock Based Compensation No 2 31 -32

SFAS 123R
SFAS No. 123 (Revised 2004) Share-Based
Payment No 17 33 -49

STI--9-18 TRIMP No 10 50 -59
STF-1-53 Corrections No 12 60-71
STF-10-1 EI Paso No 2 72-73
STF-1-25 Customer Advances No 7 74-80
STF-1-9 Customer Deposits No 7 81 -87

STF-9-10
Management Incentive Compensation & Stock
Based Compensation No 3 88-90

STF-1-78 Management Incentive Compensation No g 91 -go
RUco-t-10 Management Incentive Compensation No 2 100- 101

STF-6-41 Stock Based Compensation No 2 102- 103
RUC0-1-20 SERP No 1 104

STF-9-8 SERP No 2 105- 106
STF-10-6 SERP No 5 107- 111
STF-6-52 AGA Dues No 2 112- 113

STF-6-50(b) AGA Dues No 2 114- 115
STF-10-2 TRIMP No 12 116- 127
STF-9-14 Injuries & Damages No 11 128- 138
sTF-10-11 Injuries & Damages No 3 139- 141
STF-6-60 Injuries & Damages No 4 142- 145
STF-6-61 Injuries & Damages (Supplemental) No 5 146- 150

STF-10-26 Leased Aircraft No 2 151 -. 152
STF-11-4 Amortizations No 3 153- 155

Total Pages Including this Page 155
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

Attachment RCS-5

Copies of SWG's Responses to Data Requests
and Workpapers Referenced in the Direct Testimony and Schedules of

Ralph C. Smith
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259-001
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-7

(ACC-STF-7-1 THROUGH ACC-STF-7-7)

DOCKET NO.:
COMMISSION
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
JANUARY 10, 2008

Request No. ACC-STF-7-1:

Please provide all costs associated"with the replacement Of the Yuma Manors
System Improvement Project. The system boundaries are: west: Arizona Avenue,
east: Engler Avenue, north: Morrison Avenue, and south: 26th place.

(a) Please show such costs by account.

(b) Please also show such costs, by account, segregated into each of the
following time periods:

(1) costs incurred prior to the test year,
(2) costs incurred during the test year, and
(3) costs incurred after the end of the test year.

Respondent: Property Accounting

Response:

The following are the costs associated with the replacement of the Yuma Manors
System improvement Project.

FERC account 376
Installation costs incurred prior to test year
installation costs incurred during the test year
Installation costs incurred after the test year
Removal costs incurred'priorto-test year
Removal costs incurred during the test year
Removal costs incurred after the test year
Original cost retired
Depreciation rate

$0
$737,377
$19,508
$0
$4,137
$0
$151,539
3.82%

(Continued on Page 2)
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259-001
Page 2

Response to ACC-STF-7-1: (continued)

$494,385
$0

$8,331

FERC account 380
Installation costs incurred prior to test year
Installation costs incurred during the test year
installation costs incurred after the test year
Removal costs incurred prior to test year
Removal costs incurred during the test year
Removal costs incurred after the test year
Original cost retired
Depreciation rate

$27,462
5.30%

All of the retirements, both main and service, were 1950s vintage
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298-005
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC-STF-11 -1 THROUGH ACC-STF-11 -15)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
MARCH 3, 2008

Request No. ACC-STF-11-6:

Yuma Manors pipe replacement. Refer to the response to ACC-STF-7-1. (a)
Please confirm each of the following amounts accurately represent the costs
recorded to Plant in Service and Accumulated Depreciation through the end of the
test year for this project: .

Line

No. Description

Account376
Mains

Amount

(A)

Account 380
Services

Amount

(B)

Total

Amount

(C )

1

2
3

l. Costs Recorded by Company Though Ead of Test Year

Costs Affecting Test Year Plant in Service (Cr.) Dr.
Costs incurred prior to and during the res: yea

Original cost rdircd
Impact on tea yearPlant in Service

$

$
$

737,377

((51639)
585,838

$
$
s

494,385
(27,462)
466,923

s 1,231,762

$ (179,001)
$ 1,052,761

4

5
6

Costs Affecting Accumulated Depreciation (Cr.) Dr.
Removal costs inaxned prior to and dur'mg the testyear

Original cost retired
Impala on Accumulated Depredation

$

s
s

4,137

151,539
155,676

$

$
$

833 l

27,462
35,793

s

s
s

12,468

179,001
191,469

7 Impala on Net Plant s 741,514 $ 502,716 $ 1,244,230

If any of the above, is not accurate, please provide accurate information showing
the amounts af fecting end-of-test-year Plant in Service and Accumulated
Depreciation related to this project.

(b) Please identify the monthly amounts of Depreciation Expense recorded by
Southwest Gas during the test year on the Mains and Services related to the Yuma
Manors System improvement Project.

(c) Please identify the annualized Depreciation Expense that Southwest included in
its filing related to the Mains and Services related to the Yuma Manors System
improvement Project. include supporting calculations.

(Continued on Page 2)
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Response to ACC-STF-11-6: (continued)

(d) Please identify the pro forma Property Tax Expense that Southwest included in
its filing related to the Mains and Services related to the Yuma Manors System
Improvement Project. Include supporting calculations.

Respondent: Revenue Requirements

Response:

a) Attached is the original cost of the plant first placed into service from 1954 to
1958 and the accumulated depreciation recorded over the last 50 years. In
addition, attached is the net plant included in rate base related to the capital
expenditure required to replace the 50 year old plant.

b) For mains, $1,099 of depreciation expense was recorded in April 2007. For
services, $31 was recorded in February 2007, $377 was recorded in March 2007,
and $798 was recorded in April 20o7. '

c) & d) For the information requested in parts (c) and (d) above, please see the
attached spreadsheet.
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SOUTHWEST GAS CORPORATION
ARIZONA

RESPONSE TO STAFF DATA REQUEST STF-11-6 (A), (C), AND (D)
ORIGINAL COST OF PLANT INSTALL BETWEEN 1954 AND 1957

AND THE COST TO REPLACE IN 2007

Description
Account
Number Mains Services

101 $ 151.539 $
(151,539)

27,462 $
(27,452)

0  $

179,001
(179,001)

$

108 $
s

271 ,280 s
(151,539)

(4,137)
115,604 $

(115,604) s

57,198 $
(27,462)
(8,331)
21 ,405 $
(21,405) s

328,478
(179,001)
(12,468)
137,009

(137,009)

Original Cost Of Plant Installed 1954-1958
Gas Plant in-Sewice
Less: Gas Plant Retired
Gas Plant in-Sewice After Retirement
Accumulated Depreciation

Recorded at April 2007
Less: Gas Plant Retired
Add: Removal Cost
Accumulated Depreciation After Retirement
Net Plant In Service at April 2007
Plant Replacinq the 1954-1957 Original Plant
Gas Plant In-Service
Less: Accumulated Depreciation

101 s 737,377 s 494,385 $ 1,231,762

$ 736,278 $ 493,179 $ 1,229,457

s 620,674 $ 471,774 s 1,092,448

$ 1.092.448

$ 251 ,263
11 .52%

3.82% s
5.30%

28,168
26.202
54,370

Net Plant In Rate Base
Property Tax Calculation Item D
Net Plant
Assessment Ratio

Assessed Value
Assessment Rate
Properly Tax Calculation

Depreciation Expense Item C
Mains
Services

Total

$ 737,377
494.385

$ 1,231,762 s

Response to STF-11-6 A,C and D
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298-002
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC-STF-11-1 THROUGH ACC-STF-11-15)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-D504
ARIZONA CORPORATION COMMISSION
MARCH 3. 2008

Request No. ACC-STF-11-2

Cash working capital - revenue based taxes. (a) Did Southwest Gas reflect the lag
related to the payment of revenue-based taxes in its lead-lag study? If not, explain
fully why not. If so, please show exactly where and how the lag for revenue based
taxes is reflected. (b) For each type of revenue based taxes and assessments that
Southwest collects from ratepayers, please identify when the payment becomes
due. For each type of revenue based taxes and assessments that Southwest
collects from ratepayers, please relate the payment date (1) to the date the"bill is
issued to the customer, and, separately, (2) to the date Southwest collects the
billed revenue from the customer. (c) Please provide the supporting documents
that specify when the each type of revenue based taxes and assessments that
Southwest collects from ratepayers must be remitted by Southwest to the taxing or
assessing authority

Respondent: Revenue Requirements

Response

Southwest Gas does not calculate the revenue-based taxes in its lead-lag study
Raw data related to revenue-based taxes was provided in response to STF-11-3

Almost all of  the revenue-based taxes are paid on a monthly basis and the
payment date of these taxes is essentially the same date as the revenue is
received making any lag time for taxes de minimum
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298-003

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504
* * *

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC-STF-11 -1 THROUGH ACC-STF-11 -15)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-D504
ARIZONA CORPORATION COMMISSION
MARCH 3, 2008

Request No. ACC-STF-11-3:

Cash working capital - revenue based taxes. (1) Please provide the following
information for each period, (i) 2006, (ii) 2007 and (iii) the 12 months ending April
30, 2007: (a) state sales tax billed, (b) city sales tax billed, (c) county sales tax
billed, (d) sales tax unbilled, (e) franchise taxes, (f) ACC assessment, (g) any other
revenuebased taxes/assessments (identify, quantify and explain).

(2) Please provide the following information for each period, (i) 2006, (ii) 2007 and
(iii) the 12 months ending April 30, 2007: (a) the revenues subject to state sales
tax billed, (b) the revenues subject to city sales tax billed, (c) the revenues subject

revenues subject to franchise taxes, (f) the revenues subject to ,
(g) the revenues subject to any other revenuebased taxes/assessments (identify,
quantify and explain).

(3) Please provide the following information for each period, (i) 2006, (ii) 2007 and
(iii) the 12 months ending April 30, 2007: (a) the payment lag related to state
sales tax billed, (b) the payment lag related to city sales tax billed, (c) the
payment lag related to county sales tax billed, (d) the payment lag related to
sales tax unbilled, (e) the payment lag related to franchise taxes, (t) the payment
lag related to ACC assessment, (g) the payment lag related to any other
revenuebased taxes/assessments (identify, quantify and explain).

(4) Please identify, quantify and explain all Southwest pro forma adjustments to
revenue for the test year ending April 30, 2007 that would impact the amount of
revenue-based taxes and assessments. For each revenue adjustment, please
identify, quantify and explain each type of revenuebased tax and assessment that
would be impacted by the adjustment to such revenue.

to county sales tax billed (d) the revenues subject to sales tax unbilled, (e) the
ACC assessment

Respondent: Revenue Requirements

(Continued on Page 2)
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Response to ACC-STF-11-3: (continued)

Response
(1) - (3) Southwest Gas has not performed any study related to revenue based
taxes. Raw data has been supplied 6n'cD's for the information requested

(4) The proforma annualization and weather normalization volume and bill
adjustments are shown in Workpapers Schedule H-2, Sheet 42. The resulting
revenue adjustment of  ($597,154,892), including gas cost, is calculated on
Schedule C-2, Adjustment 1, Sheet 1 of 1
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298-010

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0-04

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC-STF-11-1 THROUGH ACC-STF-11-15)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
MARCH 3, 2008

Request No. ACC-STF-11-10:

Accumulated Deferred Income Taxes. (a) Please identify, quantify and explain the
two items that comprise the ADIT balance in Account 190 used to derive the rate
base amount (=-25000000+-11820369) totaling $36,820,369 before application of
the 4-factor allocator. (b) Please provide the information requested in STF-1-25 as
of 12/31/05 and 12/31/06 including: For each item, identify the booldtax-timing
difference that causes the ADIT, explain when that temporary timing difference first
arose, identify the amount of the timing difference as of each date, and describe in
detail whether and how that particular timing difference relates to an item of utility
rate base, utility revenue and/or utility expense, and how the related item has been
reflected in the Company's filing for ratemaking purposes. (c) For each item of
ADIT as of 4/30/07, please provide a detailed itemization of the ADlT item. Also,
for each item, please identify the booldtax-timing difference that causes the ADlT,
explain when that temporary timing difference first arose, identify the amount of the
timing difference as of each date, and describe in detail whether and how that
particular timing difference relates to an item of utility rate base, utility revenue
and/or utility expense, and how the related item has been ref lected in the
Company's filing for ratemaking purposes. (d) For each line item listed in the
Deferred Taxes Column of the table below with a dollar amount other than zero,
please state whether the item has been reflected in rate base by Southwest Gas,
and if not, explain fully why not. (e) For each item in the ArizOna column of the
table below, by account, please state whether the item has been reflected in rate
base by Southwest Gas, and if not, explain fully why not.

(Continued on Page 2)



Docket No. G-01551A-07-0504
Attachment RCS-5

Page 11 of 155

298-010
Page 2

Response to ACC-STF-11-10: (continued)

Defered

Description Number Adi used
(Q)

1 Otter special Funds -Cash Surrender Vain
WorkingFunds

128a1160

Working Funds
Pony Cash
EmployeeExpense Advances

1350-M)91
1350-1015
1350-1072

489.115 s
68.216

652,558 s 370.000

Prepawnems
Postage
Insurance Other
Arizona Licause and Franchise Taxes
Office Supplies-Gweld
Plane Lease-Cheyeme
Ccmmelcial Papa Facility

1850-0001
1650-1129
1650-1129
1550-1130
1550-1145
1650-1353

(290,1sa) s
0

443.847 s
4,162,456

0

251.881
2.380.112

(290,138) s 4,637,834 s 2,629,652

Mis¢2elaneQu§ ¢urrer&As§et§
Employee Homes 1740-1150 676.550

676.550
s
s

Other Renulatow Assets
Trans. Inter. MGMT Program - Arizona
DeferredService unvesngaaicn- Arizona
Arizona RaeCoe 2005
ArizonaRah Cse 2000
ElementalLifelCarePrograms
Low IncomeProgramArizona

1823-1904
1823-1928
18231931
1823-1936
1823-1943
1523-1945

(332,379)
(5,859)

(19,574)
0

(602,620)
($60,432) s

372961
921.874

1,847,305 s

921.874
1,847,305

Injuries and Danaus
Ariana
System Albcabse

2282-0001
2282-0001

(693,923)
(278,225)
(972,148) $

1.061.547
425.621

1,487,168 s

1.061.547
241 .327

1 ,302,874

(4,sao) s
15.3441927
3.007.876

321,678
z.szz9u2

11 .os4.s5e

s.700.9a
1.705.466

Miscdlaweous Curran & A9Qrued Law
Miscellaneous Currant a Acuued Liab
Prepdd Person Asset
Accrued Incentive Pay
Aecnad PBOP Costs
Awrued Health a. Dental
Accrued SERP
Aocrwd Lease Renal-Headmatas

2420-0001
2420-1140
2420-1371
2420-1380
2420-1383
2420-1387
2420-1392

1.317.085
6284,832

(4,1s4,420)
0

(1se,s13)
(1 ,a05,021)
(7245,743)

0
412,883,799 s 32,4ea_187 s 15,409,462

QtherDefareiicrews
Ddened Comp-offlcers
Deterred Comp-Direciors
Deterred Comp-inacbve Offnoéré
Ddened Comp-inactiveDirBdofs
C1AC Gross up-Arizma

2530-1151
2530-1152
253031155
2530-1156
2540-1472

(4,853239)
(1 ,e41 ,287)
(33682822)

4,209,816
1 .423.$24
2.922.058

646.427

(100500,808) s

7.424.366
2.510.801
5;158542
1.140.083

21.542
16,256,334 s 9,229,267

Resnondentz Ta>dRevenue Requirements

Response: SUPPLEMENTAL ATTACHMENT- MARCH 21, 2008

(a) The balance in Account 190, of $36,820,369, represents the total alternative
minimum tax credit (AMTC) for Southwest Gas Corporation. A copy of Form

(Continued on Page 3)
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Response to ACC-STF-11 -10: (continued)

8827 (Credit for Prior Year Minimum Tax Corporations), filed with the 2006 tax
return, is attached. Account 190 is divided into two sub-accounts. Sub-account
19002110 ($25,000,000) is the current portion of the AMTC and represents the
estimated amount of the AMTC that is expected to be utilized during the next
twelve months. Sub-account 19002115 ($11 ,820,369) is the non-current
portion of the AMTC and represents the amount that is expected to be utilized
sometime after the following twelve months.

The AMTC is the excess of alternative minimum tax over regular tax paid by
the company in all prior years. The AMTC does not expire and is available to
reduce the regular tax to the extent the regular tax exceeds alternative
minimum tax in all future years, until the AMTC is fully utilized.

(b) Please refer to the attached schedules for explanations and amounts.

(c) Please refer to the attached schedule for explanations and amounts.

(d) Please refer to the Company's response to STF-11-1 for the twelve month
average balances ended April 2007. The debits and credits on the attachment
to the Company's response to STF-11-1 to the extent there are deferred taxes
they are not reflected in rate base in this proceeding, with one exception,
Account 2540-2109 is included in the deferred taxes used as a rate deduction
in the Company's application.

(e) Please refer to the Company's response to STF-11-t .



36,153,190

3
4 36,820,369

5 29,72010 7.1

6 30 382.192
7

s

9 ¢36, 820, 369

Credit for Prior Year Minimum Tax - Corporations

Docket No. G-0155$I57=0%64. 10(a)
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P 9849 R 45_1257

Form 8827 2©06
"apanmeni cf the Treasury

.ma\ Revenue Service

> Attach to the corporation's tax return.

ire

Emplayerlumlncmon number
88-0085720

667.179 .1
2

2
3

4
5

6

Enter 25% of the excess of line 5 over $25,000. If line 5 is $25,000 or less,

7

8 Minimum tax red

S0UTHWEST GAS CORPORATION AND SUBSIDIARIES
Alternative minimum tax (AMT) for zoos. Enter the amount from line 14 of the 2005 Form 4626
Minimum tax credit carryforward from 2005. Enter the amount from line 9 of the 2005 Form 8827
Enter the total of any 2005 unalloyed rionconventional source fuel credit and 2005 unalloyed
qualified electric vehicle credit(see instructions) - .... - - . - - - . - - ..... - - - - - . - .

Add\iI`l€S1,2,8l'ld3----------------- - - - - - - - - - - - - - - - - - - - - - - - -
Enter the corporation's 2006 regular income tax liability minus allowable tax credits (see

is the corporation a 'small corporation' exempt from the AMT for 2006 (see instructions)?

• Yes. enter-0-
• No. Complete Form 4626 for 2006 and enter the tentative minimum tax f rom line 12 - - . - .
Subtrac t l ine6f romiir le 5. l f zeroor less ,enter-0-  - -  . .  -  -  -  .  -  -  .  -  -  . .  - - . .  -  - -  .  -  .  -  -

it.Enter thesmallerof line4 or line 7 here and on Form 1120, Schedule J,
line 5d or the appropriate line of ̀ the corporation's income tax return. If the corporation had a
post-1986 ownership change or has pre-acquisition excess credits, - - -

9

see instructions, - - - -
Minimum tax credit carryforward to 2001. Subtract line 8 from line 4. Keep a record of this

amount to carry forward and use in future years

Instructions
tiling Form 1120, subtract any credits on
Schedule J, lines pa through 5d. from
the amount on Schedule J, line 2).

Section references are to the Internal
Revenue Code unless otherwise nQt&d -
Year references are to the corporation's
tax year beginning during that year.

Line 6

If either limit applies, attach a
computation of the minimum tax credit
allowed. Enter that amount on line 8.
Write 'Sec. 383' or "Sec, 384' on the
dotted line to the left of the line 8 entry
space.

r
`

Purpose o f  F o r m

Corporations use Form 8827 to figure
the minimum tax credit, if any, for AMT
incurred in pride tax years and to figure
any minimum tax credit carryforward.

Who Should File

See the zoos instructions for Form 4526
to find out if the corporation is treated
as a "small corporation' exempt from
the AMT for 2006. If the corporation is a
'small corporation' exempt from the
AMT, see section 38(c)(5) before
completing tine 6 for special rules that
apply to controlled corporate groups,
regulated investment companies, and
real estate investment trusts.

Form 8827 should be filed by
corporations that had:

• An AMT liability in 2005,
•  A minimum tax credit carryforward
from 2005 to 2006, or
• A nonconventional source fuel oredii
or qualified electric vehicle credit not
allowed for 2005 (see the instructions for
line 3).

Line 8

Paperwork Reduction Act Notice. W e
ask for the information on this form to
carry out the internal Revenue laws of
the United States. You are required Io
give us the information. We need it to
ensure that you are complying with
these laws and to allow us to figure and
collect the right amount of tax

You are not requiredto provide the
information requested on a form that is
subject to the Paperwork Reduce:tion ACT
unless the form displays a valid OMB
control number. Books or records
relating tO a"forrrror'its instruetionsmust
be retained as long as their contents
may become material in the
administration of any Internal Revenue
law. Generally, tax returns and return
information are confidential, as required
by section 6103.Line 3

If the corporation had a post-1986
ownership change (as defined in section
382(9)), there may be a limit on the
amount of pre-change minimum tax
credits that can be applied against the
corporation's tax for any tax year ending
after the ownership change. See section
383 and the related regulations. To
figure the amount of the pre-change
credit, the corporation must allocate the
credit for the change year between the
pre-change period and the post-change
period. The corporation must use the
same method of allocation (ratable
allocation or closing~of-thebooks) for
purposes of sections 382 and 383. See
Regulations section 1.382-6 for details.

The time needed to complete and file
this form will vary depending on
individual circumstances. The estimated
average time is 1 hour.

if you have comments concerning the
accuracy of this time estimate or
suggestions for making this form
simpler, we would be happy to hear from
you. See the instructions for the tax
return with which this form is filed,

'I

Enter the total of any rionconventional
source fuel credit and qualified electric
vehicle credit not allowed for 2005 solely
because of the tentative minimum tax
limitations under sections 29(b)(6XB) and
30(bX3)(B).

Line5
Enter the corporation's 2006 regular
income tax liability (as defined in section
26(b)) minus any credits allowed under
Chapter 1, Subchapter A, Part iv,
subparts B, D, E, and F of the Internal

avenue Code (for example, if you are

Also, there may be a limit on the use
of pre-acquisition excess credits of one
corporation to offset the tax attributable
to recognized built-in gains of another
corporation. See section 384 for details.

Form 8827 (zoos)

JSA
5C4030 2.000
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241-096
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1 -99)

DOCKET NO.:
COMMISSION
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

Request No. STF-1-96:

Sales of  Property. For the test year, for 2007 to date, and the three years

preceding the test year, has the~Colmpany sold any prOperty Which had formerly
been included in Plant Held for Future Use or devoted to utility service? If so, for
each sale, describe the property sold, state whether, when, and in what manner it
had been included in rate base, show the details of how the gain or loss was
calculated, indicate when the sale occurred, explain how and whether the
Company is amortizing such gain or loss, .and show how such amortization was
computed.

Respondent: Property Accounting

Response:

During the normal course of business, the Company will retire assets which had
been included in gas plant in service and which are sold. The proceeds from these
assets, primarily vehicles and power operated equipment, are credited against
Account 108 and no gain or loss is calculated.

In November 2003, the Commission authorized Southwest to acquire the gas
distribution properties of Black Mountain Gas (BMG). In September 2007, the
Company sold land and structures in Cave Creek, Arizona, which had been
included in gas plant in service. The property acquired in the BMG acquisition had
a net book value of $1,025,676 at the time of the sale. The land had a net book
value of $502,044 and the structure had a net book value of $523,632. The net
proceeds of the 2007 sale were $1,433,107, resulting in a gain of $418,196. This
gain was recorded in Account 2530, "Other Deferred Credits". Attached is a
schedule showing the calculation of the gain. Historically, the Commission has

(Continued on Page 2)
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Response to STF-1-96: (continued)

.i

amortized, over a multiple-year period, the gain or loss on Southwest's disposition
of  property previously included in rate base, 50 percent above-the-line to
ratepayers and 50 percent below-the-line to shareholders.



Southwest Gas Corporation
Land and Structures
Cave Creek, Arizona

Docket No. G-0155tA-07-0504
AttachmentRCS-5

Arizona ¢3f38?a2i3f?9<3massi°n
Docket No. G-01551A-»07-D504

Staff Data Request
STF 1.96

Rate
1 .84%

Vintage
Year Asset ID Amount Months

0.001533
Accumulated

Reserve Net Book Value

Land
JUT1-04 99004436

Acquired Assets in Service
~502§044.00
502,044.00

Structures
Jun-86 86000074
Jurl-89 89000089
Jun-90 90000082
Jun~93 93004494
Jun-94 94006092
Jun-95 95005662
Jun-96 96004279
Jun-97 97004442
Jun-00 00015484
Jun-01 01010085
Jun-02 02004655

Acquired Assets in Service

3,787.67
9,281.53
2,680.02
4,583.86

190,570.49
1,992. 16
1 ,050.50
1,972.84

415,798.00
3,510.00
6,240.00

641 ,467.07 46 45,234.97

Structures
Retired November 2005

Jun-87 87000106
Jun-88 88000106
Jun-99 99004441
Jun-03 03012962

Acquired Assets Retired

780.30
775.00

72.75
851.00

2,479.05 24 91.21

Structures
Purchased Assets Since Acquisition

Apr~04 04001032
Apr~07 07001100
Sep-07 07002306`

21,023.22
24,044.08
15,044.00

41
5
0

1,321.37
184.30

0.00

Acquired Assets Accumulated Reserve at Acquisition
Adjust Reserve for Retirement of Acquired Assets

120,314.30
(2,479.05)

Total Land and Structures $ 1,179,578.29 $ 164,667.10 $ 1,014,911.19

Gain on Sale Calculation
Net Proceeds
Net Book Value

s 1,433,106.96
1,014,911.19

Gain on Sale $ 418,195.77
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294-001
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

- ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-9

(ACC-STF-9-1 THROUGH ACC-STF-9-21)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 28, 2008

Request No. ACC~STF-9-1:

Sale of property in Cave Creek, Arizona. Please refer to the response to data
request STF-1-96. (A) Did Southwest reflect the historical ratemaking treatment of
the gain in its filing? If not, explain fully why not. If so, please show exactly where
Southwest reflected the gain sharing, and in what amount over what period. (B)
Does Southwest agree that the following adjustment would be reasonable to reflect
sharing of this gain?

i

2.

3.

Gain on Sale of Property in Cave Creek, AZ
which had been included in gas plant in service

Ratepayer sharing percent

Ratepayer sharing amount of gain

Normalization period, in years

Adjustment to pre-tax NOI for gain sharing

$ 418,196

50.0%

$ 209,098

3

(69,700)$

If not, explain fully why not, and show in detail what adjustment Southwest would
propose for sharing of this gain.

Respondent: Revenue Requirements

Response:

The accounting for the Cave Creek transaction was recorded in the Company's
books in September 2007, four months after the end of the April 2007 test year.
The current rate case was filed with the Commission on August 31, 2007.

4.

1.

(Continued on Page 2)
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Response to ACC-STF-Q-1: (continued)

Although the sale took place after the test year, the transaction represents the
removal of assets that were included in the test year. Consistent with other
Company adjustments, such as wage increases ef fective af ter April 2007,
applicable to employee salary levels at April 2007, it is reasonable to address the
Cave Creek facilities recorded on the Company's books at the end of the test year.
It has been the Company's experience, in Arizona, to recover the fifty percent of
the gains/losses on the disposition of assets and pass on to the ratepayer the
remaining fifty percent. The calculation included as part of the data request
appears to be computed correctly and the fifty percent allocation is consistent with
prior Commission decisions on gains/losses.
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298-015
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC-STF-11 -1 THROUGH ACC-STF-11 -15)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
MARCH 3, 2008

Request No. ACC-STF-11-15:

Payroll taxes. (a) Please identify all payroll tax expense in the test year relating to
Management Incentive Program expense. (b) Please identify all payroll tax
expense in the test year relating to stock-based compensation expense. (c)
Please identify all payroll tax expense in the test year relating to expensed
overtime pay. (d) If exact amounts for a, b, and c are not available, provide the
Company's best estimates and show in detail how such estimates were derived. (e)
Please provide complete supporting calculations and workpapers for parts a
through d.

Respondent: Revenue Requirements

Response:

Southwest's annualized labor (as shown in WP Schedule C-2, Adj. No. 3) does not
include Management Incentive Program compensation or stock-based
compensation. Therefore, the cost of service does not include annualized payroll
taxes related to these two items of compensation.

Southwest's best estimate of the payroll taxes for overtime is on the attached
worksheet. Southwest assumes that all overtime is subject to FlCAand Medicare
taxes, but there is no additional FUl and SUI expense since the tax base factors of
$7,000 (Arizona and Federal) or $24,600 (Nevada) are hit by the regular time pay
of all employees. The System Allocable amount is shown net of MMF and 4-Factor
to Arizona.
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241-D49
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551 A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1-1 THROUGH ACC-STF-1-99)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

Request No. STF-1-49:

Employee Benefits.

a List and describe all retirement and incentive programs available to
Company officers and employees and to affiliate officers and employees
whose cost is charged to SWG.

b Specifically identify the cost of any SERP or similar programs directly
charged or allocated.

C State the cost by program, of each retirement program directly charged or
allocated,

d Provide the incentive compensation program financial performance goals
for 2005, 2006 and 2007.

e For each incentive compensation program goal, for each year, show the
actual results and how it compared with the target.

f Provide the incentive compensation program in effect in each year, 2005,
2006 and 2007.

g Show in detail how any special recognition awards recorded in the test
year were determined.

Respondent: Human Resources

Response:

a List and describe all retirement and incentive programs available to
Company officers and employees and to affiliate officers and employees
whose cost is charged to SWG.

(Continued on Page 2)
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Page 2

Response to STF-1-49: (continued)

Basic Retirement Plan
All employees, including executives, participate in the Company's non-contributory,
defined benefit retirement plan (BRP). Benefits are based on an employee's years
of service, up to a maximum of 52.5% of the 12-month average of the employee's
highest five consecutive years' salaries, excluding bonuses, within the final 10
years of service. The maximum benefit is reached after 30 years of service, the
employee must be at least 55 years old to participate in the plan, and some
reductions may apply depending on the age and years of service at the time of
retirement. in order for contributions to the BRP to be deductible for federal
income taxes, for 2007, the maximum annual compensat ion that can be
considered in determining benefits under the basic plan is $225,000. For future
years, the maximum annual compensation will be adjusted to reflect changes in the
cost of living as established by the Internal Revenue Service.

Supplemental Employee Retirement Plan (SERP)
Executives also participate in the Company's supplemental retirement plan.
Benefits from the plan, when added to the benefits received under the BRP, will
equal 60% of annual compensation for senior executives and 50% of annual
compensation for all others. Annual compensation is defined as the 12-month
average of the highest 36 months of salary. Those who were officers prior to 1991 ,
may retire once they reach age 55 with a minimum of 10 years of service, however,
some reductions may apply. All other officers must be at least 55 with 20 or more
years of service to receive retirement benefits, and some reductions may apply,
depending on the age and years of service at the retirement date.

The SERP is an unqualified plan and, as such, payments are not guaranteed (i.e.,
participants are general creditors of the corporation). SERP benefits are common
in the utility industry.

Executive Deferral Plan
Under the Executive Deferral Plan (EDp), executives at the vice president level
and above (officers) may defer up to 100% of their annual compensation and 100%
of their cash incentive awards. As a part of this plan, the Company provides
matching contributions that parallel the contributions made under the Company's
401(k) plan, which is available to all employees, equal to one-half the deferred
amount UP to 6% of their annual salary. Officers do not receive a Company match
under the 401(k) plan. Pre-selected layouts begin six months after the retirement
date.

(Continued on Page 3)
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241-049
Page 3

Response to STF-1-49: (continued)

The EDP is an unqualif ied plan and, as such, participant balances are not
guaranteed. Various types of deferred compensation plans are common in the
utility industry.

Management Incentive Plan
The Management Incentive Plan (MIP) provides variable compensation to
executives for the achievement of specific goals and benchmarks important to both
the short-term and long-term success of the Company. The MIP award is at risk
each year based on performance relative to five measures. The five performance
measures used to determine the total award under the MIP are as follows:

Three absolute measures include:
- 3-year weighted return on equity

Customer to employee ratio
- Customer satisfaction survey result

Two relative measures:
- Current return on equity versus peers
- Customer-to-employee ratio versus peers

Each measurement has a threshold, a target and a maximum, and, at target,
contributes 20 percent toward the total award for the year. An award under a
specific criteria may be given within a range from 70 percent, at threshold, fo"l 40
percent, at maximum. Performance below the threshold results in no award under
a specific criteria. There is no incremental value for performance over the
maximum for any of the five criteria. In summary, an award can range from o
percent to 140 percent of the stated MIP opportunity. In any year where the
corporate dividend is reduced, there is no MIP award given.

40 percent of the total award earned under the MIP is paid in cash immediately
following the financial close of the most recent calendar year. The remaining 60
percent is awarded through the issuance of performance shares, which are issued
to the executives and key management employees three years in the future. The
longer-term performance shares act as a retention tool while aligning the interests
of executives/key management employees, shareholders, and customers.

The MIP award opportunity is measured as a percentage of base salary and varies
by title, as follows:

(Continued on Page 4)
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Response to STF-1-49: (continued)

- CEO
- President
- Executive VP
- Senior VP
_ VP
- Director/Senior Manager

(non-officers)

115%
100%

90%
75%
50%
30%

Equity Compensation
The Stock Incentive Plan (SIP), in place since 1996, made its final option award
distribution in July 2006. In May 2007, the SIP was replaced by the Restricted
StocldUnit Plan (RSP).

The RSP is available to officers and other key management employees. The RSP
award opportunity is measured as a percentage of base salary and varies by title,
as follows:

Position
CEO
President
Executive VP
Senior VP
VP
Other Participants

% of Year-End Base Salaries
45
30
25
20
15
10

Award Range (%)
22.5 to 67.5
15.0 to 45.0
12.5 to 37.5
10.0 to 30.0
7.5 to 22.5
5.0 to 15.0

As a measurement of long-term sustained performance, the average MIP award
over the three-year period ending before the award date will be the criteria t'hat'will
be used in calculating awards for officers and key management employees under
the RSP. Awards granted pursuant to the RSP will range from 50 to 150 percent of
the target for each participant. The minimum three-year average MIP payout
percentage required to receive an award under the RSP will be 90 percent. The
dollar amount of an award received under the RSP will be converted to restricted
share units using the market price on the date such awards are approved by the
Board of Directors. The awards will vest over a three-year period with 40 percent
for the first year and 30 percent for the second and third years.

Officers also participate in all of the general employee benefit programs, including:
health care, life insurance, disability insurance, vacation, and other optional
programs.

(Continued on Page 5)
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Response to STF-1 -49: (continued)

Employees Investment PIanl401(k) - The Southwest Gas Corporation
Employees' Investment Plan (EIP) is a qualified defined contribution plan that
provides a retirement savings mechanism by allowing tax-deferred contributions
and the tax-deferred growth of earnings. As a.p.arL.of the..plan,_ the Company
provides matching contributions equal to one-half the deferred amount up to 6% of
the contributing employee's annual salary. Employees control how savings are
invested by investing in any of the investment options the EIP offers. Officers of
Southwest Gas may invest in the EIP, but they are not eligible to receive a
Company match in the EIP.

Special Incentive Program - The program has been provided in each of the last
several years to reward and recognize exempt employees who make outstanding
contributions to the Company. The program is designed for exempt (salaried)
employees only who do not qualify for the Management Incentive Plan (MIP).

Awards are listed to 15% of the eligible population. To qualify, an employee has
to be recommended, in writing, by an officer. The recommendation must be based
on a signif icant work contribution during the prior year. (Length of service or
working long hours are not considered.) All nominations are then reviewed by the
appropriate senior officer and the CEO for final approval. Awards range from $500
to $2,500.

This program provides management with a' tool with which tO recognize people
who go over and above what is required in their daily job assignments and provide
value to the Company and its customers.

b Specifically identify the cost of any SERP or similar programs directly
charged or allocated.

The cost of SERP is on WP Schedule C-2, Adj. No. 3, Sheet 8, Line 11.
Column B has the total cost to Southwest, Columns C and D have the cost
directly attributable to Arizona, and Column F has the System Allocable
amount, which is allocated to Arizona with the 4-Factor.

c State the cost by program, of each retirement program directly charged
or allocated.

The cost of the BRP is on WP Schedule C-2, Adj. No. 3, Sheet 8, Line 1, the
cost for Deferred Compensation (referred to above as EDP) is on Line 12, and
the

(Continued on Page 6)
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Response to STF-1-49: (continued)

attributable to Arizona and Column F has the System Allocable amount,

cost of the 401(k) plan (or Employee Investment Plan) is on Line 2. Column B
has the total cost to Southwest Columns C and D have the cost directly

7 which
is allocated to Arizona with the 4-Factor

d Provide the incentive compensation program financial performance
goals for 2005, 2006 and 2007

Please see the attached spreadsheet

For each incentive compensation program goal, for each year, show the
actual results and how it compared with the target.

Please see the attached spreadsheet

f Provide the incentive compensation program in effect in each year, 2005
2006 and 2007

Copies of the Management Incentive Plan booklet are attached

g Show in detail how any special recognition awards recorded in the test
year were determined

Please see the paragraph on Special Incentive Program in item a. above
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241-087
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1 -99)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

Request No. STF-1-87:

Precedent. Are there any aspects of the Company's accounting adjustments and
revenue requirement claim which represents a conscious deviation from the
principles and policies established in prior Commission Orders? If so, identify each
area of deviation, and for each deviation explain the Company's perception of the
principle established in the prior Commission orders, how the Company's proposed
treatment in this rate case deviates from the principles established in the prior
Commission orders, and the dollar impact resulting from such deviation. Show
which accounts are affected and the dollar impact on each account for each such
deviation.

Respondent: Revenue Requirements

Response:

Southwest is requesting full cost recovery of its Management Incentive Program
and Supplemental Executive Retirement Plan. Please see the testimony of Ms.
Laura Hobbs.

Southwest is requesting to recover the test year costs of its Transmission Integrity
Management Program (TRIMP) in base rates, and eliminate the TRIMP surcharge.
This appears to be consistent with the recent Commission decision in the
Unisource (UNS) Gas general rate case. For a discussion of this change, please
see the testimony of Mr. Robert Mashas.

Southwest is requesting full recovery of its Sarbanes-Oxley (SOX) compliance
costs. Since the Commission has not disallowed ("shared") SOX costs in the more
recent UNS and Arizona Public Service Company general rate cases, Southwest
did not present testimony on this change since Southwest's treatment of these

(Continued on Page 2)
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Response to STF-1-87: (continued)

costs is consistent with recent Commission orders in energy utility general rate
proceedings

In Southwest's last general rate case, the Commission directed Southwest to
provide detailed information regarding the duties of Service Planning and Key
Accounts Management  employees in  th is ra te  case to  determine i f  any
disallowance is appropriate. Please see the testimony of Ms. Randi Aldridge for
this information
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295-012
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1 o

(ACC-STF-10-1 THROUGH ACC-STF-10-26)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29. 2008

Request No. ACC-STF-10-12

Stock based compensation and stock option expense. (a) Please identify, by
account, all expense for stock based compensation and stock option expense in
the test year ending April 30, 2007. (b) Please identify, by account all expense for

2006 andstock based compensation and stock option expense in each year, 2005,
2007. (c) Please show in detail how the $3.3 million of  total stock-based
compensation expense recognized in the consolidated statement of income for the
year ending December 31, 2006 was allocated to Southwest's Arizona operations

Respondent: Revenue Requirements

Response

All expense related to stock-based compensation and stock option expense is in
FERC Account 920

a. and b. Please refer to the attached file.
prior to allocation to Arizona

Amounts listed in the attachment are

c. Please refer to the Company's supplemental response provided in response to
STF-6-41
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STF-10-12
Sheet 1 of 1

SOUTHWEST GAS CORPORATION

STOCK-BASED COMPENSATION EXPENSE

IN RESPONSE TO STF-10-12

5/06 ~4/07 $ 3,587,416 $

Stock Option
Expense

1,507,520 (a) $

Total Stock
Expense

$ 5,094,936

4.115.000
3.136.306
3.631.939

1 ,493,694
879,809

<a)

(a) 1,192,560 (a)

$
s
$

4_115,000
4,630,000
5,704,308

(a) Beginning in 2006, stock options were required to be expensed. In May 2007
a restricted stock unit plan replaced the stock option plan (and were also required
to be expensed). Stock-based compensation is expensed over a threeyear vesting
period. Grants to retirement eligible employees are immediately expensed
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MEMORANDUM

®

To: Roy Centrella

Dana Van Pelt/ Kathy BeaversFrom:

Date : December 29, 2005

Subject: SFAS No. 123 (Revised 20o4) Share-Based Payment

Executive Summary

In December 2004, the Financial Accounting Standards Board ("FASB") issued
Statement of Financial Accounting Standards ("SFAS") No. 123 (revised 2004),
"Share-Based Payment." SFAS No. 123 (revised 2004) is a revision of SFAS No.
123, "Accounting for Stock-Based Compensation" and supersedes Accounting
Principles Board ("APB") Opinion No. 25, "Accounting for Stock Issued to
Employees." SFAS No. 123 (revised 2004) changes the accounting for
employee stock options by requiring that companies record the fair value of the
awards that they grant as an expense in the income statement. The following
paragraphs summarize the major provisions of the new standard and their impact
to the Company.

The Company will adopt the new standard under the modified prospective
application, whereby expense will be recognized for new awards granted after the
effective date (January 1, 2006) and for any unvested portion of awards granted
prior to the effective date.

SIP Awards - Under APB 25, the Company disclosed the effect on net income
and earnings per share if the Company had applied the provisions of SFAS No.
123 to its MIP and SIP awards. Beginning with the first quarter of 2006, the
Company will recognize compensator expense for the SIP as well as the MIP in
the financial statements. SlP expense will be based on the fair value of the
options on their grant date. Unvested SlP awards will be expensed based on
assumptions previously disclosed in financial statements.

MIP Awards - Under APB 25, expense for MIP awards was adjusted for
11uctuatjons in stock price and dividends paid on unvested shares during the
vesting period. Under there standaroithefair value-ofnew'MlP-awardswill be
fixed on the grant date and expensed ratably over the three year vesting period.
Dividend shares will not impact expense, but will be recorded in equity when
issued. Existing unvested MIP awards will also be fixed but the value will be
based on the share price on the date of adoption (January 1, 2006).

FORM NO 125.1 (4/99 Template)
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Awards to Retirement Eligible Employees - Historically, the Company has
expensed stock awards over service to the stated vesting date, with cost
recognition accelerated only if the employee retires. Upon adoption of SFAS No.
123 (revised 2004), the Company will accelerate expense recognition for new
awards to retirement-eligible employees. Acceleration of the vesting period will
only affect new or modified awards and will be classified consistent with other
stock compensation (i.e. not as a cumulative effect of a change in accounting
principle). Awards that are not vested upon adoption of the new standard will
continue to be expensed over service to the stated (expected) vesting date. The
table below illustrates how the expense for an MIP award granted to a retirement-
eligible employee after January 1, 2006 will be accelerated under the new
standard. The example assumes that the employee has ten years of service, the
fair value of the restricted shares on the grant date is $5,000 and the shares vest
over 3 years.

Employee Age
50
53
55

20X5
$1 ,6e7
$2,500
s 5,000

20X6
$1,667
$2,500
$ -

20X7
$1,667
$ _
$ _

Following is a more in depth discussion of the accounting and the extensive
2006 disclosure requirements of the new standard .

Background

The Company has two stock-based comp'ensation'pians.
accounted for in accordance with APB Opinion No. 25.

' -"These ~pians- -are

Under one plan, the stock incentive plan ("S.IP"), the Company may grant options
to purchase shares of common stock to key employees and outside directors.
Each option has an.exercise price equal to the market price of Company common
stock on the date of grant and a maximum term of ten years. The options vest 40
percent at the end of year one and 30 percent at the end of years two and three.

In addition to the SIP, the Company has a management incentive plan ("MlP")
through which it may issue restricted stock in the form of performance shares to
encourage key employees to remain in its employment to achieve long-term
performance goals. The performance shares vest after three years from issuance
and are subject to a final adjustment as determined by the Board of Directors.
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Additionally, awards issued under both plans vest upon retirement. A retiree has
two years to exercise their vested options. If an employee terminates
employment prior to exercising vested options, those options are cancelled

The purpose of this paper is to address SFAS No. 123 (revised 2004) as it
applies to the Company. Income tax accounting considerations related to the
standard will be addressed in a separate memo

Summary

SFAS No. 123 (revised 2004) establishes standards for the accounting for
transactions in which an entity exchanges its equity instruments for goods or
services. This statement eliminates the alternative to use APB Opinion No. 25
and the intrinsic value method of accounting. The following are some of the
major differences between SFAS No. 123 (revised 2004) and the original SFAS
No. 123

SFAS No. 123 (revised 2004) requires entities to recognize the cost of
employee services received in exchange for awards of equity instruments
based on the grant-date fair value of those awards (with limited exceptions)
SFAS No. 123 allowed companies to follow the intrinsic value method
described in APB Opinion No. 25 and disclose, rather than recognize, the
compensation expense the company would have been required to record if it
had adopted SFAS No. 123

SFAS No. 123 (revised 2004) requires that the cost be recognized over the
period during which an employee is required to provide service in exchange
for the award-the requisite service period (usually the vesting period or date
at which the employee becomes eligible for retirement, which ever occurs
first). SFAS No. 123 allowed companies to recognize compensation cost
over the explicit service period (up to the date of actual retirement)

Under SFAS No. 123 (revised 2004), companies are required to estimate the
rate at which equity award forfeitures are expected to occur. No
compensation cost is recognized for equity instruments that were forfeited
due to non-performance of the requisite service period. SFAS No. 123
permitted companies to account for forfeitures as they happen

SFAS No. 123 (revised 2004) amends SFAS No. 95, "Statement of Cash
Flows", to change the way excess tax benefits are displayed in the statement
of cash flows. A company will be required to use a "gross" approach to
recognize as a financing cash in Row (rather than a reduction of taxes paid) its
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excess tax benefits from exercised awards and will not be allowed to net any
tax-benelit deficiencies against excess tax benefits.

The following table illustrates the effect on historical net income if the Company
had applied the fair value recognition provisions of SFAS No. 123 to its stock-
based employee compensation (thousands of dollars):

2004 zoos 2002

1 ,825 2,4ss 1,783

Stock-based employee compensation expense
included in teponea net income, net of related tax
benetlits plewiously leeognized mderAPB 25:

M IP
sip

Total stock-based employee compaxsation
expense daamined under fair \aloe based mahcd
for dl afvards, net off relaid tax bewdits:

MIP

SIP
Subtotal

Total el*ect on net income

(1,488)

(490)
(1358)

$ (133)

(2,4M)

(488)
(2,920)

$ (482)

(1 ,551 )
(473)

(2,024)
$ (241)

Valuation

SFAS No. 123 (revised 2004) provides flexibility with respect to developing the
underlying assumptions that are used in a company's estimate of fair value as
determined by an option pricing model. Regardless of which valuation method
a company chooses, the company must estimate, in good faith, the fair value
of stock-based compensation and provide transparent disclosure about the
accounting and financial reporting.

Valuation Techniques

SFAS No. 123 (revised 2004) requires that the fair value of equity awards be
estimated using a valuation technique that:

is applied in a manner consistent with the fair value measurement
objective and the other requirements of SFAS No. 123 (revised 2004),

is based on established principles of financial economic theory and is
generally applied in that field, and

reflects all' substantive characteristics-of*tlTeinstromentiexcept for~those
explicitly excluded, such as vesting conditions and reload features).
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SFAS No 123 (revised 2004) does not specify a preference for a particular
type of valuation model but does require the use of a valuation technique or
model that meets the above objectives.

Expected Volatility

Expected volatility is the expected fluctuation in the price of the underlying
stock during the expected term or contractual term of the option (depending on
the valuation technique utilized). To meet the fair value measurement
objective of SFAS No. 123 (revised 2004), management must estimate the
expected volatility of the Company's share price. The objective of estimating
volatility under SFAS No. 123 (revised 2004) is to determine which assumption
about expected volatility is likely to be used by mal*ketplace participants when
they are pricing an option.

Expected Term

SFAS No. 123 (revised 2004) requires that When stock options are being
valued using the Black-Scholes model, the company should use the options'
expected term instead of its contractual term.

Staff Accounting Bulletin ("SAB") 107 provides a simplified method for
determining the expected term of "plain vanilla" options in certain
circumstances. Under this method, the expected term would equal the vesting
term plus the contractual term divided by two. Under SAB 107, a stock option
qualifies as a "plain vanilla" option when:

• It is granted at the money.

Exercisability is conditional only on completing the service condition
through the vesting date.

Employees who terminate their service prior to vesting must forfeit the
options.

Employees who terminate their service after vesting are granted a limited
time to exercise their options (typically 30-90 days).

Stock options are nontransferable and nonhedgeable.

This simplified or "safe harbor" method may not be used for grants made after
December 31, 2007.
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Transition

For public companies, SFAS No. 123 (revised 2004) allows two aitemative
transition methods:

• Modified prospective application ("MPA")

• Modified retrospective application ("MRA")

A public company that uses the MPA method will not restate its prior liriancial
statements. instead, the company will apply SFAS No. 123 (revised 2004) for

• New awards granted after the adoption of SFAS No. 123 (revised 2004),

Any portion of awards that were granted after December 15, 1994 and
have not vested by the date the company adopts SFAS No. 123 (revised
2004), and

Any outstanding' Iiébility awards.

Measurement and attribution of compensation cost for awards that are
outstanding and classified as equity at the adoption date of SFAS No. 123
(revised 2004) should be based on the original grant-date fair value of those
awards and the same attribution method that, under the provisions of SFAS
No. 123, the company previously used for the purpose of either recognition or
pro forma disclosure. However, the Company should discontinue its past
practice of recognizing forfeitures only as they occur.

Under the MRA method, a company will restate its prior financial statements to
include the amounts that the company previously reported as pro forma
disclosures under the original provisions of SFAS No. 123. The measurement
and attribution of compensation cost for equity-classified awards that the
company granted for the fiscal years beginning after December 15, 1994 are
based on the grant-date fair value of those awards and on the same attribution
method that was previously used for pro forma disclosures.

Application to Southwest Gas

In April 2005, the U.S. Securities and Exchange Commission ("SEC") amended
the compliance dates for SFAS No. 123 (revised 2004). The provisions of the
statement are ef fective for the Company beginning January 2006. i t  i s
anticipated that the Company will apply the MPA transition method. The MPA
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appears to be the better choice for the Company, as there is no requirement for
the restatement of prior periods.

Transition for MIP Awards

Currently under APB Opinion No. 25 ("APB 25"), compensation expense is only
recognized in the 'financial statements for restricted shares issued from the MIP.
Under APB 25, restricted stock (Mlp) awards qualified as "liability awards" and
are remeasure at fair value each reporting period until the award is settled.
Remeasurement of fair value takes into consideration periodic fluctuations in the
stock price and incremental dividend shares.

Under the new standard, the fair value of new MIP awards will be fixed on the
grant date and expensed ratably over the three year vesting period. No
adjustments will be made for fluctuations in stock price or dividends paid on
unvested shares during the vesting period. Compensation expense will be
reversed for any shares that do not vest Existing unvested MlP awards will also
be fixed but the value will be based on the share price on the date of adoption
(January 1, 2006).

In accordance with the terms of the plan, the fair value of MIP awards is
determined using a live day average share price, as opposed to the share price
on the grant date. The use of a Eve day average price is consistent with the
mutual understanding between the Company and the employee regarding the
terms of the award. SFAS No. 123 (revised 2004) defines the grant date for an
award as the date that an employee begins to benefit from, or be adversely
affected by, subsequent changes in the price of the employer's equity shares.
That price in this case is equal to the five day average.

Transition for SIP Awards

Under APB 25, the Company currently discloses in its tilings with the SEC the
effect on net income and earnings per share if the Company had applied the fair
value recognition provision of SFAS No. 123 to its stock-based employee
compensation, including both MlP and SIP awards. Beginning with the first
quarter of 2006, the Company will recognize compensation expense for all new
SlP awards equal to the fair value of the options on their grant date. Existing
unvested SlP awards will be expensed prospectively using the assumptions
previously disclosed in the footnotes. The fair value of the SlP awards is
determined using the grant date share price, as opposed to a five day average.
Compensation expense for SIP awards will be recognized monthly (based on
either the graded vesting or straight-line approach explained further below). If the



Docket No. G-01551A-07-0_04
Attachment RCS-5

Page 40 of 155

Roy Centrella
December 29, 2005
Page 8

options do not fully vest, compensation expense will be reversed for the current
year only.

Retirement Eligible Emnlovees - SEC Stat? View

Historically, the Company has expensed stock awards over service to the stated
vesting date, with cost recognition accelerated only if the employee retires.
Recently, the SEC Staff has clarified that it expects companies to recognize
compensation cost from the date of grant through the date the employee list
becomes eligible to retire (i.e., the date the employee can receive the award
without further service). As a result, upon adoption of SFAS No. 123 (revised
2004), the Company will change its policy and begin recognizing expense
immediately for an award issued to an employee who is currently eligible for
retirement. This policy change is not required by SFAS No. 123 (revised 2004),
but will coincide with its adoption. Generally, employees are eligible for
retirement when they reach 55 years old and have 10 years of service.
Aceeleration of the vesting period will only affect new or modified awards and will
be classified consistent with other stock compensation (i.e. not as a cumulative
effect of a change in accounting principle). For those awards that are not yet
vested upon adoption of the new standard, the remaining unrecognized cost
(measured on a fair value basis) is to continue to be expensed based on the prior
practice (i.e., recognize remaining cost over service to the stated or expected
vesting date).

The table below illustrates how the expense for a MIP award granted to an
employee after January 1, 2006 will be accelerated for retirement eligible
employees under the new standard. This illustration applies equally to future SlP
awards. The example assumes that the employee has ten years of service, the
fair value of the restricted shares on the grant date is $5,000 and the shares vest
over 3 years.

20X7Employee Age
50
53
55

20X5
s 1,667
$2,500
$5,000

20X6
$1,667
$2,500
$ -

S1,667
$ -
$ _

The SEC recommends making the following disclosures (both before and after
the adoption of SFAS No. 123 (revised 2004)):

» Accounting policy followed under APB Opinion No. 25 and SFAS No. 123 for
the recognition of compensation cost for awards that accelerate vesting upon
retirement,
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The accounting policy change that will occur as a result of adopting SFAS
No. 123 (revised 2004), and

• The quantitative affect of applying SFAS No. 123 (revised 2004) cost
recognition requirements compared to the "old" cost recognition vesting
approach, for each income-statement period presented. The Company is in
the process of determining this amount and assessing the need to disclose it
based on materiality. If material, the disclosure would appear as follows:

2o04 2003 2002

XXX XXX XXX

Fair value of stock-based
compensation expense under old
vesting approach

Fair value of stock-based
compensation under accelerated
vesting approach
Difference

XXX
XXX

XXX
XXX

Valuation

The Company currently uses the Black-Scholes model included in the Bloomberg
executive option pricing application which meets the basic valuation requirements
of SFAS No. 123 (revised 2004). However, we are in the process of evaluating
other valuation models available.

Sinee the Company issues equity awards with graded vesting (SIP options),
under SFAS No. 123 (revised 2004) the Company will need to make a one-time
policy election, choosing between two attribution approaches. The first approach
is to treat each vesting tranche as a separate award with compensation cost for
each award recognized over the vesting period. This approach results in a
greater amount of compensation cost recognized in the earlier periods of the
grant with a declining amount recognized in later periods. The second approach
is to treat the award as a single award for recognition purposes (although the
Company may value each tranche separately) and recognize compensation cost
on a straight-line basis over the vesting period of the entire award. It is~
anticipated that the Company wil.l follow the second approach. Regardless of the
approach selected, the amount of compensation cost recognized at any date
must at least equal the portion of the grant-date value of the award that is vested
at that date.

SFAS No. 123 (revised 2004) requires that the recognition of compensation cost
ultimately be based on the number of awards whose requisite service period is
complete (shares that vest). Therefore, the Company will base initial accruals of

XXX
XXX
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compensation cost on the number of awards estimated at the grant date that are
expected to vest. SIP and MIP forfeitures are unusual and historically
insignificant so it is currently assumed that none will occur. The estimated
number of awards for which the requisite service is expected to be rendered will
need to be revised if subsequent information indicates that the actual number of
awards that vest is likely to differ from initial estimates.

The Company has historically considered the effective date for grants of equity
instruments to be the date on which those awards are approved by the board of
directors. The definition of grant date under sFAs- No." 12s-(revised--20o4>
includes criteria for detem'rinirrg'ttrat'a'sharebased--paymer*rt-award hasten
granted. One of the criteria is a mutual understanding by the employer and
employee of the key terms and conditions of a share-based payment award. in
response to a recent inquiry, the FASB issued a FASB staff position ("FSP") FAS
123(R) - 2 to provide guidance on the application of grant date as defined in
SFAS No. 123 (revised 2004). Under the FSP, in determining the grant date of
an award subject to SFAS No. 123 (revised 2004), assuming all other criteria
have been met a mutual understanding of the key terms and conditions of an

the datethe award isaward to individual empioyeesshail be-presumed coexist at
approved by the board of directors if both the following conditions are met:

• The recipient does not have the ability to negotiate the key terms and
conditions of the award with the employer, and

The key terms of the award are expected to .be communicated to all of the
recipients within a relatively short time period from the date of approval.

Based on the above, the Company will continue to consider the effective date for
grants of equity instruments to be the date on which those awards are approved
by the board of directors.

Expected Volatility

To meet the fair value measurement objective of SFAS No. 123 (revised 2004),
management must estimate the expected volatility of the Company's share price.
For all future option grants, the Company will need to consider the following
variables when estimating expected volatility:

• The volatility of the stack price over the most recent period equal to the
expected term,

1

How long the Company's shares have been publicly traded, and
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The appropriate and regular intervals for price observations.

Expected Term

The Company issues "plain vanilla" options and therefore plans to use the
simplified method of calculating the expected term according to SAB 107. As
mentioned above, the simplified method is based on the vesting period and the
contractual term for each vesting-tranche. The mid-point between the vesting
date and the expiration date is used as the expected term under this method.

For al! future SIP option grants the Company has calculated the expected term to
be approximately six years (see calculation below). The calculation reflects the
40%, 30% 30% vesting in years one through three.

Year 1 40% x 1 =
Year 2 30% x 2 =
Year 3 30% x 3 =

Average vesting
Contractual term

Subtotal

0.4
0.6
0.9
1.9 years
10.0 years
11.9 / 2 = 5.95 years (6 years rounded)

Eaminas Der Share (EPS)

Unvested restricted stock is generally excluded from the denominator in the
computation of basic EPS because the shares have not yet been earned by the
employee. Once vested, the shares are included in basic EPS as of the vesting
date. Under the new standard, awards to retirement eligible employees will be
considered vested for this computation.

The Company should include unvested restricted stock with sewiceconditions in
the calculation of diluted EPS using the treasury stock method. If dilutive, the
stock would be considered outstanding as of the grant date for diluted EPS
computation purposes. If anti-dilutive, it would be excluded from the diluted EPS
computation. The anti-dilutive test must be performed for each stock option grant
and not for the aggregate of all option grants.

The assumed proceeds under the treasury stock method include:

The purchase price that the grantee pays, if any (or the exercise price of the
stock option),
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Compensation expense for future service that the Company has not yet
recognized, and

Any windfall tax benefits that would be credited to APIC when the award
becomes taxable. If there would be a charge to APlC (Le., shortfall), such an
amount would be a reduction of proceeds.

Journal Entries

SFAS No. 123 (revised 2004) requires that the Company make a one-time
cumulative adjustment at the adoption date. The adjustment is necessary since
under SFAS No. 123, the Company chose to recognize actual forfeitures when
they occurred rather than estimate them at the grant date and subsequently true-
up the estimated forfeitures to actual. The cumulative effect adjustment would be
recorded using a memo entry in the period of adoption to adjust compensation
cost for awards, issued prior to the adoption of SFAS No. 123 (revised 2004), that
are not expected to vest If the Company assumes, based on historical data, that
the forfeiture rate is negligible, then no memo entry would be made. Although
forfeitures are rare for the Company, a thorough analysis of estimated forfeitures
of outstanding awards should be completed prior to the adoption of the standard.
If the actual forfeitures of awards granted before the adoption of SFAS No. 123
(revised 2004) exceed (or are less than) the memo entry of expected forfeitures,
the difference would be ultimately recognized in the income statement as an
adjustment to compensation cost..

SFAS No. 123 (revised 2004) does not require that stock-based compensation
cost be presented in a specific line in the income statement. The SEC staff
believes that companies should present the expense for employee stock-based
compensation in the same line in the financial statements as cash payments to
those employees (i.e. operations expense, a portion may also be capitalized as
overhead).

Detailed below is a series of proposed journal entries. For simplicity,
compensation cost for the Company's two stock-based compensation plans have
been combined and the proposal illustrates those entries to be made on an
annual (rather than monthly) basis. Tax entries will be addressed in a separate
memo.

After estimating the fair value of the equity awards at the measurement date and
calculating the total estimated compensation cost, the compensation cost should
be allocated over the requisite service period. Note: At the end of the vesting
period, the Company will record compensation cost reflecting the number of
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actual forfeitures, and adjust the cumulative expense to reflectthe actual number
of vested awards.

1) Allocation of compensation cost over requisite service period:

Compensation cost XXXX .
APIC (equity awards) XXXX

2) Conversion of vested awards into common stock:

Cash
AP1C (equity awards)

Common stock
APIC

XXXX
XXXX

XXXX
XXXX

Should the Company revise the estimated compensation cost (due to a change in
expected forfeitures), the original fair value of the award is not revised. At that
point, the Company should determine the periodic compensation cost based on
the revised estimated forfeitures. The change in the estimate is the difference
between the revised cumulative amount and the amount already recognized.
Going forward, the Company would recognize the revised compensation cost
allocation amount over the remaining requisite service period (see entry 1 above).

3) Change in estimate (assuming estimated forfeitures increased):

APIC (equity awards)
Compensation cost

xxxx
XXXX

Liabilifv Awards

Liability awards are required to be remeasure at fair value each reporting period,
until the award is settled. SFAS No. 123 (revised 2004) has four key principles
regarding when an award should be classified as a liability, with certain
exceptions, The Company does not issue any awards that qualify as liability
awards under these principals.

The written terms of a stock-based-compensation award are generally the best
evidence of whether the substantive terms of an award (e.g., if the employee can
choose the form of settlement) indicate that the award is a liability. However, a
company's past practice of settlement may outweigh the written terms, resulting
in substantive lia'bilities'and, 'thus,4iat1iiity~c1assiticatiofi: Histoi=ieally¢the~Company
has allowed employees to convert a portion of issued restricted (MIP) shares for
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taxes withheld in excess of statutory limits. As of January 1 | 2006, the conversion
election will no longer be permitted and the Company will automatically convert a
portion of gross shares issued for tax withholding purposes in accordance with
statutory limits. Additionally, retirees will no longer receive cash in lieu of shares.
These changes will prevent the Company from having to treat stock awards as
liability awards. The Company's plans do not require cash settlement upon a
change in control or an employee's death or disability.

Financial Statement Disclosure

SFAS No. 123 (revised 2004) and SAB 107 specify the minimum information that
a company should disclose for equity awards. The Company currently provides a
great deal of information pertaining to the awards in the notes to the consolidated
financial statements provided in the annual report and periodic filings with the
SEC. in order to meet the disclosure objectives described by SFAS No. 123
(revised 2004) and SAB 107, the Company should also disclose, at a minimum,
the material information set out below in its 2006 annual report.

The method used to measure compensation cost.

The total intrinsic value of options exercised for each year that an income
statement is presented. This will be the amount by which the market price of
the stock exceeds the exercise price of the option for each option exercised
during the year. For example, an option with an exercise price of $20 on a
stock whose current market price is $25 has an intrinsic value of $5.

• The total fair value of shares vested during the year for each year that an
income statement is presented.

The number, weighted-average exercise price, aggregate intrinsic value, and
weighted average remaining contractual term of options currently exercisable
for options expected to vest at the date of the latest statement of financial
position.

Aggregate intrinsic value and weighted average remaining contractual tem'i
of options currently exercisable for fully vested options at the date of the
latest statement of financial position.

How the expected term of the options was incorporated into the fair value
determination (for each year in which an income statement is provided),



9

Docket No. G-01551A-07-0504
Attachment RCS~5

Page 47 of 155

Roy Centrella
December 29, 2005
Page 15

How the contractual term of the instruments and employees' expected
exercise and post-vesting termination behaviorwere incorporated into the fair
value determination (for each year in which an income statement is
provided).

Estimated volatility, the method used to estimate the volatility of SWG's
awards, the range of expected volatilities used (if different over the
contractual term) and the weighted average expected volatility (for each year
in which an income statement is provided).

If different dividend rates are used over the contractual term, the range of
and the weighted average of expected dividends (for each year in which an
income statement is provided).

If different risk~free rates are used, the range of risk-free rates used at the
time of grant (for each year in which an income statement is provided).
(Exampie - the risk-free rate for periods within the contractual life of the
option is based on the U.S. Treasury yield curve in effect at the time of
grant.)

Discount rate and method used to estimate post-vesting restrictions (for each
year in which an income statement is provided).

The total recognized income tax benefit related to the compensation cost
recognized in net income and the total compensation cost capitalized as a
part of the cost of an asset (for each year in which an income statement is
provided).

As of the latest balance sheet date presented, the total compensation cost
related to nonvested awards not yet recognized and the weighted average
period over which it is expected to be recognized (for each year in which an
income statement is provided).

The amount of cash received from the exercise of options.

The windfall tax benefits realized from stock options exercised during the
year.

The amount of cash used to settle equity instruments granted under share-
based payment arrangements.
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A description of the policy, if any, for issuing shares upon share option
exercise including the source of those shares, new shares or treasury
shares. If as a result of its policy, the Company expects to repurchase
shares in the following annual period, an estimate of shares to be
repurchased during that period should be disclosed

Prior to the adoption of SFAS No. 123 (revised 2004), the Company should
disclose its accounting policy for the recognition of compensation cost for awards
subject to acceleration of vesting upon retirement, and that the policy will be
changed upon the adoption of SFAS No. 123 (revised 2004)

Upon adopting SFAS No. 123 (revised 2004), the Company will disclose the
impact of the adoption in its first quarter Form 10-Q. The pro forma disclosures
required for interim periods under SFAS No. 148, "Accounting for Stock-Based
Compensation-Transition and Disclosure" will continue to be made until all such
interim periods are reported on a comparable basis

The Company should also consider including in MDM material qualitative and
quantitative information about any of the following, as well as other information
that could affect comparability of financial statements ham period to period

Transition method selected (e.g,, MPA or MRA) and the resulting financial
statement impact in current and future reporting periods

Method utilized by the Company to account for share-based payment
arrangements in periods prior to the adoption of SFAS No. 123 (revised
2004) and the impact, or lack thereof, on the prior period inanciai
statements

Modifications made to outstanding share options prior to the adoption of
SFAS No. 123 (revised 2004) and the reason(s) for the modification, (None
are anticipated)

Differences in valuation methodologies or assumptions compared to those
that were used in estimating the fair value of share options under SFAS No
123, (None are anticipated)

A discussion of the one-time effect, if any, of the adoption of SFAS No. 123
(revised 2004), such as any cumulative adjustments recorded in the financial
statements, (No ac#ustment is anticipated)
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Total compensation cost related to nonvested awards not yet recognized 'and
the weighted average period over which it is expected to be recognized

During 2005, the Accounting Department will draft an addendum to this white
paper which provides the disclosures required for the 2006 Annual Report to
Shareholders

c. George Biehl
Greg Peterson
Dave Randall
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SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-9

(ACC-STF-9-1 THROUGH ACC-STF-9-21 )

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 28. 2008

Request No. ACC-STF-9-18

TRIMP Surcharge. Refer to Mr. Mashas' Direct Testimony at page 19, lines 20-23
where it states The Company proposes to cease charging TRIMP-related expense
to Account 182.3 the month the proposed new rates take effect. The surcharge will
discontinue once the deferred balance in Account 182.3 reaches zero. (A) Please
identify, quantify and explain fully and in detail when the Company anticipates the
deferred balance in Acco'unt"182.3'will reach zero-.' "(B) 'Please show the 'TRIMP
amortization schedule being used by the Company. (C) Please show how the
reach zero point has been coordinated with SWG's proposal to cease charging the
TRIMP-related expense to Account 182.3 once the proposed new rates take effect

Respondent: Revenue Requirements

Response

The Company charges 100 percent of TRIMP costs to deferral Account 182.3. On
a one month lag, 50 percent of the prior month expense is credited to Account
182.3 and debited to Account 887.0, Maintenance of Mains. The 50 percent that
remains in Account 182.3 is recovered from customers through revenues received
via the DOT TRIMP surcharge. During the 12 months ended April 30, 2007, 100
percent of the TRIMP expense incurred totaled $920,914. As the Company credits
Account 182.3 for TRIMP revenues received, a debit to Account 407.3, Regulatory
Amortizations, is recorded in a like amount

A) Attached is a schedule showing the monthly TRIMP expense experienced, the
50 percent deferred and the dollars recovered through the DOT-TRlMP surcharge
from inception through January 2008. As of January 2008, the balance in Account
182.3 was $1,427,646. The Company projects this balance to be $1,427,329 and
$1,375,007 by April 2008. in Decision No. 68487, the Commission adopted Staff's

(Continued on Page 2)
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Response to ACC-STF-9-18: (continued)

position on TRlMP, including an implementation of a DOT-TRIMP surcharge that
would remain in effect for 36 months from the effective date (March 1, 2006) of
rates in that proceeding. As such, the TRIMP surcharge will cease on February
28, 2009. The Company was directed to file with the Commission to change the
TRIMP surcharge effective each May 1. The Company will file with the
Commission on or about March 31, 2008, a proposed rate that would clear the
projected deferred balance at April 30, 2008 and 50 percent of the projected
expense to be experienced from May 1, 2008 through February 28, 2009.

B) Attached is a file showing all debit and credit activity that has occurred in
Account 182.3, Deferred TRIMP from inception through January 31, 2008 and the
projected activity through February 28, 2009. Without a change in recovery
process in this proceeding, the Company would bear all cost of complying with the
federally-mandated TRIMP program beginning March 1, 2009.

The proposed rate change calculated in the attached schedules would change the
TRIMP surcharge from the current $0.00072 to $0.00294. The monthly impact on
a residential customer for the months of May 2008 through February 2008 would
average $0.08 per month.

C) Attached is a file coordinating the Company's rate case proposal to recover
TRIMP cost in base rates and cease deferral of such costs on November 1, 2008,
provided that rates in this proceeding go into effect on that date. Should the
effective date differ or the Commission's decision deviate from the Company's
proposal, then the amount and timing would change accordingly
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241-053
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A~0770504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1-1 THROUGH ACC-STF-1 -99)

DOCKET NO.:
COMMISSIGN:
DATE oF REQUEST:

G~01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

Request No- STF-1-53:

Filing Information. As the Company discovers errors in its filing identify such
errors and provide documentation to support any changes. Please update this
response as additional information becomes available.

Respondent: State Regulatory Affairs I Revenue Requirements

Response:

The following errors and corrections have been identified to date. Southwest will
update this response if additional errors and/or corrections are identified .

1. Schedule C-2, Adjustment No. 12, Sheet 1, Line 6 has the incorrect number (it
should not be the same number as Line 7). The correct number in column (c)
should be $5,507,176, and the adjustment allocated to Arizona in column (i) should
be $4,922. The revised sheet is attached and the changes are highlighted in bold.
This change reduces the revenue requirement by $23,447.

2. The second error relates to a $300,000 credit that was booked into Account 923
instead of 925. On Schedule c-1, Sheet 9, Account 923 was increased by
$300,000 and Account 925 was decreased by $300,000. This credit was related to
self-insured retention. Therefore, Arizona direct self-insured retention on Schedule
C-2, Adjustment No. 10, Line 13 was reduced by $300,000. On Workpaper C-2,
Adjustment No. 10, Sheet 73, Line 10(9) was also reduced by $300,000. These
revised sheets are attached and the changes are highlighted in bold. The net
impact of this error increases the revenue requirement by $284,514.

3. Southwest also corrected an error discovered on Schedule E-1, Sheet 2, Line
27. Total Company accumulated deferred income taxes at 4/30/07 and 12/31/06

(Continued on Page 2)
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241 -053
Page 2

Response to STF-1 -53: (continued)

was correct, but the breakout between Arizona and Other ratemaking jurisdictions
was not. A revised Schedule E-1 is attached. This error does not have an impact
on the revenue requirement.
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SCHEDULE C-2

ADJUSTMENT no. 10
SHEET 1
REVISED

SOUT HWEST  GAS CORPORAT ION

ARIZ ONA

INJURIES AND DAM AGES

SELF- INSURED RET ENT ION NORM ALIZ AT ION

ADJUST M ENT  no .  10

Line
No. Description [11

(a)
Reference

(b)

Allocation
Percent

(C)

System
Allocable

<d)

10-Year
Total

(e)

Total
Arizona
Accrual

(o

Line
no.

WP C-2, Adj. 10
1
2
3
4
5

Claims Paid
< $1 ,000,000
At $1,000,000
$1 ,000,000 < $10,000,000
Total Claims Paid
10 Year Average

1
2
3
4
5

6 C-1,Sh 18 3.96% 6

7 7

8

Less FERC Allocation @ 3.96%

Net System Allocable

Arizona 4-Factor c-1, sh 17 56.70%

$ 7,398,138
8,000,000

16,983,879
$ 32,362,017

$ 3,236,202

(128,154)

$ 3,108,048

$ 1,762,263 8

200,000
(7,920)

192,080

g
10
11

c-1, sh 18

c-1, sh 17 s
\

$
3.96%

$
56.70%

100.00%

9
10
11
12
13
14

Recorded Amounts [2]
Less FERC Allocation @ 3.96%

Net System Allocable
Arizona 4~Factor
Arizona Direct [2]

Total Recorded Arizona

108,909
(858,765)
(749,856) 14

15 Total Adjustment (Ln 8 - Ln 14)

$

$ 2,512,t19 15

[1] Supporting Workpapers C-2, Adj. 10
[2] Source: Company Records

%p101 ! Self-I n sured
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WORKPAPERS

SCHEDULE ¢.2_ ADJ. 10
SHEET 73
REVISED

SOUTHWEST GAS CORPORATION
ARIZONA

TEN YEAR HISTORY OF LIABILITY CLAIMS
FOR AMOUNTS LESS THAN ONE MILLION AND FNE MILLION AGGREGATE PER YEAR

No. Year Paiute So. Ca. No. Ca Arizona Sys Alloc Total

2 1998

Less Than $1,000,000 Self-Insurance Per Claim
450.384

1.494.253 123.755

4 20o0 18.125
255.333
208.216
415.093

195.000
100.000

50.000

2005
2006
2007

27.500 17.500

450.384
1.618.008

300.128
421 .341

1.124.548
400.000
176.491
653.000
558.500

1 .553.678
g
10
11
12 $ 141,255 s 7,398,138

to
11
12

609.455
400.000
95.491

560.500
179.500

1
129.059

0  $ 177,500 $ 24,375 $ 1,350,143 $ 195,000 s 5,509,865

$1 ,000,000 Self-Insurance Per Claim
1.000.000
2.000.0001 .000.000

1.000.000

3.000.000

1.000.000

13
14

17

1 .000.000 1.000.000 19

13
14
15
16
17
18
19
20
21

1997
1998
1999
2000
20o1
2002
2003
2004
2005 1.000.000 1 .000.000 2.000.000 21

200723
24 0 $ 8,000.000 240 $ 1,000,000 $ 2,000,000 $ 5,000,000 $

$5 Million Aggregate above $1,000,000 Self-Insurance Per Claim
2.726.235
1.739.870

2.726.235
1.745.142

25
26

991.502 991.502 28

25
26
27
28
29
30
31
32
33

1997
1998
1999
2000
2001
2002
2003
2004
2005

1.500000
5.000.000

5.000.000
1 .500.000
5.000.000

31
32
33

35 2007
0 s 997,774 $ 15,966,105 s o  s 16,963,879 36

37 Total $ 0 $ 177,500 $ 24,375 $ 2,350,143 $ 3,192,774 $ 25,475,970 $ 141,255 s 32,362,017

[1] Amounts for 1997 (May-December) and 2007 (January-April) are a partial year, 1998 through zoos are based
on calendar year amounts

%p101 ! WP Adj10 She
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295-001
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-10

(ACC-STF-10-1 THROUGH ACC-STF-10-26)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A_07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29, 2008

Request No. ACC-STF-10-1:

Expense for El Paso Natural Gas case. (a) Please identify by account all amounts
of expense related to Southwest's participation in EPNG rate cases, by year for
each 12 month period: 2004, 2005, 2006, 2007 and the 12 months ending April
30, 2007, (b) Please show how much of the amounts identified in response to part
a were charged to Arizona operations, by account. (c) Please provide Southwest's
budget for EPNG rate case participation for 2006, 2007 and 2008.

Respondent: Revenue Requirements

Response:

All amounts related to expenses for the EI Paso Natural Gas rate case are in
FERC account 923. Southwest does not budget' legal'% or consultant:/witness
fees specifically for any single proceeding. An overall amount for outside legal and
consulting costs is budgeted for the year without being specifically identified for any
particular event. El Paso will be f iling another rate case later in 2008, and
Southwest expects to incur expenses related to its participation in that proceeding.

The attached worksheet shows the amounts for each historical 12-month period
requested above and the amounts that would be allocated to Arizona.
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Attachment
STF-10-1

Sheet 1 of 1

SOUTHWEST GAS CORPORATION
ARIZONA

EPNG RATE CASE-RELATED LEGAL AND CONSULTANT COSTS
IN RESPONSE TO STF-10-1

Twelve Months Ended

Account 923
Total System

Arizona Allocable
Allocable to
Arizona [11

(d)(H) (b) (<=)

$ $ s $

Total
Arizona

(e)
(b) + (d)

12/31/04
12/31/05
12/31/06
12/31 /07
4/30/07

117,761
800,809
167,675
843,038

37,438
47,363

20,385
25,791

21,763 11,851

138,147
825,500
167,675
854,889

[1] Net of MMF, and 4-Factor Alto
MMF
4-Factor to Arizona

son:
3.95%

56.70%

an

I
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241-025
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1 -99)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9. 2007

Request No. STF-1 -25

Accumulated Deferred income Taxes. Please provide a detailed itemization of
each item of Accumulated Deferred Income Taxes as of 12/31/05 and 12/31/06
For each item, identify the book/tax-timing difference that causes the ADIT, explain
when that temporary timing difference first arose, identify the amount of the timing
difference as of each date, and describe in detail whether and how that particular
timing difference relates to an item of utility rate base, utility revenue and/or utility
expense, and how the related item has been reflected in the Company's filing for
ratemaking purposes

Respondent: Tax

Response

Please see the attached spreadsheet with 12/31/05 and 12/31/06 Arizona and
Common (system allocable) federal tax accumulated deferred income taxes
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ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OFDATA REQUESTS TO

SOUTHWEST GAS CORPORATION
DOCKET no. G-10551A-07-0504

RESPONSE TO STF 1.25

TAX
DESCRIPTION JURISDICTION

CUMULATNE
TEMPORARY
DIFFERENCE
BALANCE AT

12131105

FEDERAL
DEFERRED

TAX LIABILITY
(ASSET)

BALANCE AT
12131105

AR!ZONA

ARIZONA

ARIZONA

ARIZONA

148.173.B77 34.40%

34.40%

34.40%

34.40%

34.40%

35.00%

GAS PLANT iN SERWCE

ACCUMUlATED provision FOR DEPRECIATION

CUSTOMER ADVANCES

GROSS-UP OF ADVANCES

GROSS-UP OF CIAC

NOL CARRYOVER

TOTAL

ARIZONA

314,516,295

(19,585,777)

(26,392)

(18,944)

(77,870,754)

365.188.305

50.965318

108.179.817

(6,736,649)

(9,078)

(6,516)

(27,254,764)

125.138.128

ACCL 2820

NON-PLANT 283.0

ASSETS DEPRECIATED FOR TAX I NOT FOR BOOK

-cane

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

BAD DEBT

PBOP cosTs

TRANSMISSION INTEGRITY MGMT PROG

DEFERRED INVEST

RATE CASE - ARIZONA - 2005

AZ LOW INCOME PROGRAM (LIRA)

TRANSMISSION INTEGRITY MGMT PROG

ARIZONA CONSERVATION

CLEARING ACCOUNTS

CLEARING ACCOUNTS

MISCELIANEOUS DEFERRED DEBITS

ACCRUED LABOR

UGHT RAIL PROJECT

ARIZONA

ARIZONA

ARIZONA

(404,272)

1.005.497

101.990

133.995

19.089

558.387

42.989

(118,540)

42.232

37.411

171 .238

108.270

PURCHASE cams ADJUSTMENT

ACCUM PROV FOR TNJURIES & DAMAGES . LITIGATION RESERVE

PROPERTV TAXES

ENERGY SHARE - FUEL FUND PROJECT

SECTION 283A INVENTORY. GAIN. CAP IN ADJUSTMENT

TOTAL

ARIZONA

ARIZONA

ARIZONA

ARIZONA

AR IZONA

ARIZONA

ARIZONA

7 35.00%

(1,155,0S2) 35.00%

2.872.849 35.00%

291.401 35.00%

382.843 35.009

54.541 35.00%

1.595.391 35.00%

122.825 35.00%

(338,687) 35.00%

120.662 35.00%

106.889 35.00%

4B9.250 35.00%

309.344 35.00%

1.041.417 35.00%

97,691,704 35.00%

(2,896,759) 35.00%

44.406 35.00%

(5,357) 35.00%

(322,576) 35.00%

100.405.089

34.192.096

(1,013,866)

(1 ,875)

(112,902)

35.141 .781
Acct 2830

11/27/2097 4:42 PM
F:\APPS\DOCSOPEN\DATA\DRM\CNV\%f101 !
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ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OF DATA REQUESTS TO

SOUTHWEST GAS CORPORATION
DOCKET no. G-10551A-07-0504

RESPONSE TO STF 1.25

DESCRIPTIDN JURISDICTION

CUMULATNE
TEMPORARY
DIFFERENCE
BALANCE AT

12/31/06
TAX

RATE

DEFERRED
TAX LIABILITY

(As s Er )
BALANCE AT

12131106

GAS PLANT IN SERVICE

ACCUMULATED PROWSION FOR DEPRECIATION

CUSTOMER ADVANCES

GROSS-UP OF ADVANCES

GROSS-UP OF CIAC

TOTAL

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

110.795.374 34.43%

348,658,576 34.43%

(41,078.966) M.43%

(26,392) 34.43%

(17,222) 34.43%

418.341.370

38.143286

120.035.334

(14,142,168)

(9,085)

(5,929)

144.021.487

Acct 2820 2105

NON-PLANT 283.0

BAD DEBT

PBOP COSTS

TRANSMISSION INTEGRITY MGMT PROG

RATE CASE . ARIZONA - 2005

AZ Low INCOME PROGRAM (LIRA)

TRANSMISSION INTEGRITY MGMT PROG

ARIZONA CONSERVATION

CLEARING ACCOUNTS

MISCELIANEOUS DEFERRED DEBITS

ACCRUED LABOR

_CEAZ

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

ARIZONA

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.009

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

PURCHASE GAS ADJUSTMENT

ACCUM PROV FOR INJURIES & DAMAGES - LITIGATION RESERVE

PROPERTY TAXES

ENERGY SHARE . FUEL FUND PROJECT

SECTION 263A INVENTORY. GAIN. CAP IN ADJUSTMENT

TOTAL

(1 .116.265)

2.535.325

860.476

242.906

2.365.052

370.384

(7,615)

(91,208)

489.250

336.766

90502569

(350,930)

57.593

(3,635)

(322,576)

95.%8.192

(390,593)

887.364

301 167

85.017

827.768

129.634

(2,665)

(31,923)

171 238

117.868

31.710334

(122,826)

20 158

(1 ,272)

(112,902)

33.588.867

And. 2830 2100

11/27/2007 4:42 PM
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ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OF DATA REQUESTS TO

SOUTHWEST GAS CORPORATION
DOCKET no. G-10551A-07-0504

RESPONSE TO STF 1.25

TAX
DESCRIPTION JURISDICTIDN

CUMULATNE
TEMPORARY
DIFFERENCE
BALANCE AT

12131105

FEDERAL
DEFERRED

TAX LIABILITY
(ASSET)

BALANCE AT
12/31/05

GAS PLANT IN SERWCE

ACCUMULATED PROVlS!ON FOR DEPRECIATION

NOL CARRYOVER

TOTAL

COMMON

COMMON

COMMON

56,587,039

(6,544,378)

(10,535,303)

39,507,358

35.00%

35.00%

:s5.oo%

19»805,464

(2,290,532)

(3687356)

13.827575

Am 28202105

219.896

271.008

199.176

65.928

24.726

NON-PLANT 283.0

CAPITALIZED INTEREST IN cwlp

ASSETS DEPRECIATED FOR TAX I NOT FOR BOOK

BAD DEBT

PREPAYMENT

PBOP COSTS

DEFERRED INVEST

RATE CASE . NEVADA 1999

CALIFORNIA PUBLIC PURPOSE PROGRAM

CLEARING ACCOUNTS

CLEARING ACCOUNTS

ACCRUED LABOR

UNAMORTIZED LOSS ON REACQUIRED DEBT

UNAMOR LOSS ON REACQ DEBT . PREF sEcuR Es

INCENTIVE PAY

ACCUM PROV FOR INJURIES a DAMAGES . LITIGATION RESERVE

PENSION L=XPENSE

ACCRUED VACATION PAY

INCENTIVE PAY

PBOP COSTS

SELF-INSURANCEIHEALTH DENTAL

ACCRUED PAST SERVICE LIABILITY (SERP)

OTHER DEFERRED CREDITS

DEFERRED COMPENSATION OFFICERS

DEFERRED COMPENSATION DIRECTORS

DEFERRED COMP INACTNE OFFICERS

DEFERRED COMP INACTNE DIRECTORS

CHARITABLE CONTRIBUTIONS

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

7.358

423

628,275

774,308

100.000

569.076

188,364

70.645

59.017

35.440

181.445

15,452,802

2,211 ,117

(1 ,699,920)

(10,800,000)

(1,805,B81)

1.800.000

490.554

(4,123,934)

(2,198,353)

(19,5B6,35B)

1,754,164

(12,782,994)

(3,943,B85)

(11,818_071)

(2,601,873)

(1,B12,345)

35.00%

35.00%

35.00%

35.00=a

35.00%

35.00%

35.00°/>

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

5.408.481

773.891

(594,972)

(3,780,000)

(532,058)

530.000

171.594

(1 ,443,377)

(769,423)

(6,890,229)

613.957

(4,474,048)

(1 ,380,360)

(4,135,325)

(910,656)

(564,321)

11/27/2007 4:42 PM
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SOUTHWEST GAS CORPORATION
DOCKET no. G-10551A-07-0504

RESPONSE TO STF 1.25

DESCRIPTION JURISDICTION

CUMULATNE
TEMPORARY
DIFFERENCE
BAUMNCE AT

12131105
TAX

RATE

FEDERAL
DEFERRED

TAX LIABILITY
(ASSET)

BALANCE AT
1 zral /as

TOTAL (48,740,625) (17,059,219)

MOCK. 28302100

11/27f20074:42PM
F:\APPS\DOCSOPEN\DATA\DRM\CNV\%f101 !



ARIZONA CORPORATION COMMISSION
STAFF'S FIRST SET OF DATA REQUESTS TO

SOUTHWEST GAS CORPORATION
DOCKET no. G-10551 A-07-0504

RESPONSE TO STF 1.25

Docket No. G-01551A-07-0_04
Attachment RCS-5

Page 79 of 155

FEDERAL
DEFERRED

TAX LIABILITY

TAX
DESCRIPTION JURISDICTION

CUMULATIVE
TEMPORARY
DIFFERENCE
BALANCE AT

12/31/05
BALANCE AT

12131106

GAS PLANT IN SERVICE

ACCUMULATED PROVISION FOR DEPRECIATION

TOTAL

COMMON

COMMON

59_832.131 35.00e

(12,409,511) 25.00%

47.422.620

20.941246

(4 v343,329)

16.597.917

Acct. 28202105

254.172

(82,408)

15.578

SAZ

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

UTlGATiON RESERVE COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

COMMON

726.207

845.795

(235,452)

1.045.838

44.794

41 .801

100.524

711 ;7B8

(315,823)

69.017

257.540

598.192

205.230

15.321596

2.202.691

(1,093,752)

(1,000,000)

(707,583)

1 .eeo.ooo

(3,780,636)

(3,736,073)

(2,404,023)

(20,S80,759)

2.654.639

35.00%

35.00%

35.00°/o

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.009

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

35.00%

249.126

(110,538)

24 156

90.139

209.367

71 .831

5.362559

770.942

(382,813)

(350,000)

(247,654)

581

(1,323,223)

(1 ,307,526)

(841,408)

(7,23B,266)

929.124

(12,658,287)

(3,027,404)

(12,949,653)

(4,830,056)

(580,757)

(4,43D,401)

(1,059,591)

(4,532,379)

(1,G90,520)

(203,265)

NON-PLANT zss.o

BAD DEBT

PREPAYNENT

TRANSMISSION INTEGRITY MGMT PROG - cAz

IDRB INTEREST RECOVERY

RATE CASE .. ARIZONA . 2005

Az Low INCOME PROGRAM (LIRA)

CAUFORNIA PUBLIC PURPOSE PROGRAM

CAUFORNIA PUBLIC PURPOSE PROGRAM

TRANSMISSION INTEGRITY MGMT PROG

CLEARING ACCOU NTS

CLEARING ACCOUNTS

MISCELLANEOUS DEFERRED DEBITS

ACCRUED IABOR

UNAMORTIZED Loss ON REACQUIRED DEBT

UNAMOR LOSS ON REACQ DEBT - PREF SECURITIES

INCENTIVE PAY

ACCUM PROV FOR INJURIES & l:~4mAGEs

PENSION EXPENSE

ACCRUED VACATION PAY

INCENTNE PAY

PBOP COSTS

SELF-INSURANCEIHEALTH DENTAL

ACCRUED PAST SERWCE LIABILITY (SERP)

OTHER DEFERRED CREDITS

DEFERRED COMPENSATION OFFICERS

DEFERRED COMPENSATION DIRECTORS

DEFERRED COMP INACTIVE OFFICERS

DEFERRED COMP INACTNE DIRECTORS

STOCK OPTIONS

TOTAL 41.514.607 (14,530,119

11/27/20074:42 PM
Fz\APPS\DOCSOPEN\DATA\DRM\CN\A%f101 !
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SOUTHWEST GAS CORPORATION

DOCKET no. G-10551A-0770504
RESPONSE TO STF 1.25

DESCRIPTION JURISDICTION

CUMULATNE
TEMPORARY
DIFFERENCE
BALANCE AT

12131105

FEDERAL
DEFERRED

TAX LIABILITY
(ASSET)

BALANCE AT
12131106

Am. 28302100

11/27/2007 4:42 PM
Fz\APPS\DOCSOPEN\DATA\DRM\CNV\%f1 m !

TAX
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241-009
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1 -99)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9. 2007

Request No. STF-1-9

M&S and Prepayments

a Please provide the monthly amounts of M&S for the 60 months ending
September 30, 2007

b Please provide the monthly amounts of Prepayments for the 60 months
ending September 30, 2007

Please also provide the monthly amounts of Customer Deposits for the 60 months
ending September 30, 2007

Respondent: Revenue Requirements

Response

Please f ind attached a schedule showing the monthly balances for M&S
Prepayments, and Customer Deposits for the period September 2002 through
September 2007



i Docket No. G-01551A-07-0504
. Attachment RCS-5

Page 82 of 155

SOUTHWEST GAS CORPORATION

ARIZONA
CUSTOMERS DEPOSITS

RESPONSE TO DATA REQUEST no. STF-1 -9
>R THE PERIOD SEPTEMBER 2002 THROUGH SEPTEMBER 2007

Description

(a)

Customer Deposits
23500001 & 1320Az .

Line
No.

September 2002
October
November
December
January 2003
February
March
April
May
June
July
August
September
October
November
December
January 2004
February
March
April
May
June
July
August
September
October
November
December
January 2005
February
March
April
May
June
July
August
September
October
November
December
January 200B
February
March

$ 16,250,822
16,492,184
16,804,948
17,151 ,007
17,539,415
17,955,206
18,771 ,907
19,779,385
20,563,887
21,068,603
21 ,361 ,867
21 ,697,818
22,116,629
22,421 ,280
22,915,023
23,429,731
23,858,508
24,244,633
24,547,955
24,807,840
24,958,957
25,170,362
25,267,247
25,421 ,849
25,552,621
25,848,938
26,282,708
26,682,829
27,087,182
27,467,386
27,823,958
27,893,262
28,063,139
28,169,344
28,186,789
28,307,776
28,394,707
28,538,698
28,856,769
29,139,638
29,453,967
29,642,993
29,683,090

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
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SOUTHWEST GAS CORPORATION

ARIZONA
CUSTOM ERS DEPOSITS

RESPONSE TO DATA REQUEST no. STF-1 -9
JR THE PERIOD SEPTEMBER 2o02 THROUGH SEPTEMBER 2007

Description

(a)

Customer Deposits
23500001 & 1320

Az
Line
No.

April
May
June
July
August
September
October
November
December
January 2007
February
March
April
May
June
July
August
September

29,940,535
30,244,306
30,534,170
30,907,669
31 ,068,422
31,294,651
31,925,334
32,387,660
32,677,847
32,866,855
33,171,595
33,562,862
34,402,771
34,944,231
35,653,565
36,066,017
36,447,849
36,827,715

44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
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SOUTHWEST GAS CORPORATION
ARIZONA

PREPAYMENTS
RESPONSE TO DATA REQUEST no. sTF-1 -9

FOR THE PERIOD SEPTEMBER 2002 THROUGH SEPTEMBER 2007

Line
No. Description

(a)

Balance [11

(b)

4-Factor

(<=). - '
Allocation

(d)

Line
No.

1
2
3
4
5
S
7
8
9

1 0
11
1 2
1 3
1 4
1 5
1 6
1 7
1 8
1 9
2 0
2 1
2 2
2 3
2 4
2 5
2 6
2 7
2 8
2 9
3 0
31
3 2
3 3
3 4
3 5
3 6
3 7
3 8
3 9
4 0
4 1
4 2
4 3
4 4
4 5
4 6

September 2002
O c t o b e r

N o v e m b e r
D e c e m b e r

January 2003
F e b r u a r y

M a r c h
Apr i l
M a y

J u n e
J u l y

A u gu s t
September

O c t o b e r
N o v e m b e r
D e c e m b e r

January 2004
F e b r u a r y

M a r c h
Apr i l
M a y
J u n e
J u l y

A u gu s t
September

O c t o b e r
N o v e m b e r
D e c e m b e r

January 2005
F e b r u a r y

M a r c h
Apr i l
M a y
J u n e
J u l y

A u gu s t
September

O c t o b e r
N o v e m b e r
D e c e m b e r

January 2006
F e b r u a r y

M a r c h
A pr i l
M a y
J u n e

$ 3,659,675
3,515,864
3,166,262
3,846,794
4,265,975
4,125,358
3,662,244
4,060,414
3,626,974
2,795,477
5,057,769
5,130,082
4,798,680
3,784,576
3,956,561
5,938,689
5,258,062
4,984,761
4,810,591
4,204,986
4,296,987
3,639,813
3,377,801
7,698,845
7,034,140
7,298,412
6,063,437
7,432,925
6,723,166
6,476,582
5,712,733
5,268,333
4,602,628
3,555,579
2,750,681
9,249,020
8,486,989
7,955,446
7,793,183
9,066,598
8,469,241
7,005,388
6,179,169
5,367,019
4,571 ,452
3,756,402

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
1 3
1 4
1 5
1 6
17
1 8
1 9
2 0
2 1
2 2
2 3
2 4
2 5
2 6
2 7
2 8
2 9
3 0
3 1
3 2
3 3
3 4
3 5
3 6
3 7
3 8
3 9
4 0
4 1
4 2
4 3
44
45
4 6
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SOUTHWEST GAS CORPORATION
ARlZONA

PREPAYMENTS
RESPONSE TO DATA REQUEST no. STF-1 -9

FOR THE PERIOD SEPTEMBER 2002 THROUGH SEPTEMBER 2007

Line
No. Description

(a)

Balance [1 ]

(b)

4-Factor

(c)

Allocation

(d)

Line
No .

47
48
49
50
51
52
53
54
55
56
57
58
59
60
61

July
August

September
October

November
December

January 2007
February

March
April
May
June
July

August
September

5,219,958
9,299,535
8,623,454
7,836,438
6,430,014
9,144,710
8,343,687
7,723,320
6,044,664
5,600,962
4,801,987
3,257,471
4,640,702
9,930,978
9,134,161

47
48
49
50
51
52
53
54
55
58
57
58
59
60
61
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SOUTHWEST GAS CORPORATION
ARIZONA

MATERIALS AND SUPPLIES INVENTORY
RESPONSE TO DATA REQUEST no. STF-1 -9

FOR THE PERIOD SEPTEMBER 2002 THROUGH SEPTEMBER 2007

Line
No.

r

Description

(2)

Account
154

(b)

Account
155

(c)

Acciount
163

(d)

System
Allocable

(e)

Total
mas

(f)

Line
No.

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53

September 2002
October
November
December
January 2003
February
March
April
May
June
July
August
September
October
NovB!Tlb9l
December
January 2004
February
March
April
May
June
July
August
September
October
November
December
January 2005
February
March
April
May
June
July
August .
September
October
November
December
January 2006
February
March
Apr i l  -  - - -
May
June
July
Aug use
September
October
November
December
January 2007

4,938,589
5,205,449
5,348,539
5,529,443
6,474,637
6,890,699
6,677,835
6,681,758
6,775,201
6,450,145
6,628,801
6,911 ,999
7,626,204
7,828,138
8,249,076
8,114,240
8,214,192
8,085,645
7,943,077
7,930,710
7,658,420
8,179,282
8,592,485

11 ,501 ,995
12,162,546
12,257,914
12,709,519
11556:992 . -
11 ,254,85a
10,862,993
10,188,488
11 ,781 ,705
12,604,617
12,925,175
12,505,803
12,778,545
12,219,677
11 ,935,240
11 ,341 ,554
10,808.7
11 , 152,295
10,578,221
10,388,331

_"l0,597,125
11 ,983,908
11589,534
11 ,770,954
11 ,445,271
11 ,495,118
12,297,156
12,188,899
11 ,943,342
11 .`/34. 137

35,008
34,609
34,750
29,845
26,964
37,309
42,393
39,398
39,319
24,293
34,278
31,835
31,565
34,790

.5,0S5
31,523
33,209
32,735
34,246
41,188
38,989
35,804
36,166
39,682
37,944
39,839
41,154
39,703
43,639
40,357
31,318
37,198
35,520
35,483
35,189
s1,5saa
32,795
32,855
27,272
28 v337
34,584
37,163
34,791
32,492
33,770
34,098
36,340
39,575
36,003
37,707
34,120
32,556
33.185

858,945
732,317
805,850
586,973
508,851
419,468
225,777
377,088
558,830
653,058
725,420
790,866
807,234
927,229
742,627
475,427
462,161
307,899
559,761
636,464
544,264
443,632
457,488
534,759
684,290
812,479
834,524
858,224-
674,339
657,333
726,376
785,667

1,078,638
651,422
521,864
472,835
665,858
655,846
552,237
651,384-
629,423
300,998
575,266
279,910
271 ,892
182,004
170,741
292,884
546,932
712,071
828,671

1 ,063,757
914.604

(11 ,447)
(11 ,451 )
(11 ,849)
(12,007)
(12,166)
(12,210)
(12,425)
(12,544)
(12,627)
(12,662)
(12,795)

(9508)
(9,873)

(10,476)
,_(10,s44)

(238)
(10,499)
(10,973)
(11,080)
(11 ,317)
(11,416)
(11 ,411;..
(11 ,1a1 )
(11,648)
(13,671 )
(14,530)
(14,653)
(15213)
(13,873)
(13,923)
(14,007)
(14,085)
(14,290)
(14,294)
(14,340)
(14,344)
(14,393)
(14,472)
(14,510)
(14,645)
(14,841 )
(14,894)
(14,904)
(15,105)
(15,265)
(15,364)
(15,553)
(15,638)
(15,730)
(15,751)
(13,992)
(14,070)
(15,954)

5,821,095
5,960,913

__ _ 5,122,290
6,134,254
6,998,287
7,335,266
6,933,580
7,085,700
7,360,722
7,124,833
7,375,705
7,725,095
8,455,130
8,779,680

.9,016,124
8,620,952
8,699,063
8,415,305
8,526,004
8,597,046
8,230,257

,--8,647,307
9,075,008

12,064,787
12,871 ,110
13,095,702
13,570,544
12,437,705
11 ,958,9a3
11 ,546,7eo
10,932,175
12,590,485
13,704,485
13,597,786
13,048,516
13,268,630
12,903,939
12,609,469
11 ,906,563
11 ,4z3,781
11 ,801 ,461
10,901,489
10,983,484
10,894,422
12,274,304
11 ,890,271
11,962,482
11 ,762,092
12,062,323
13,031,183
13,037,697
13,025,585
12,665,971

1
2
3
4
5
e
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
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SOUTHWEST GAS CORPORATION

MATERIALS AND SUPPLIES INVENTORY
RESPONSE TO DATA REQUEST no. STF-1 -9

FOR THE PERIOD SEPTEMBER 2002 THROUGH SEPTEMBER 2007

Account Account System
AllggableDescription

February 54
55

August

10.991.050
12.320.228
11544.649
13.018.412
12.840.164
13.015.931
12.550.873
13.237.968

32.740
32.332
31.454
27.739
30.815
29.540
27.999

1.082.310
1.363.463
1.009.492
1.007.581

983.015
1.004.738
1.178.540
1.170.905

(15,072)
(16,207)
(16,343)
(16,452)
(15,655)
(16,948)
(17,002)
(17,105)

12,091,984
13,700,224
12.670.131
14,040,995
13,634,252
14.034.537
13,741,951
14,419,766

57
5B
59
60
61
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294-010
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-9

(ACC-STF-9-1 THROUGH ACC-STF-9-21 I

DOCKET no
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 28. 2008

Request No. ACC-STF-9-10

Incentive Programs. Refer to the response to STF-1 -78, Attachment A. (a) Please
explain fully and in detail whether the test year amounts shown for SWG's (1)
Management Incentive Program (MIP), (2) Exempt Special Incentive, and (3)
Service Planning Quality Incentive Award of $7,416,322, $95,925 and $137,522
respectively, are the expense for Arizona operations. (b) If so, please provide a
breakout of such amounts by each category referenced above, and show how the
expense for Arizona operations was derived. Show detailed calculations, including
total amounts, allocation factors used, and Arizona expense amounts. (c) Are
there any System Allocable amounts related to these incentive programs? If so
please identify, quantify and explain the amounts. (d) Please confirm that the four
factor of 56.70% was applied by Southwest to the System Allocable amounts to
derive the expense charged to Arizona and provide such amounts. If some other
factor was used to allocate such amounts to Arizona, please show detailed
calculations, and provide a complete explanation

Respondent: Revenue Requirements

Response

The MIP and Exempt Special Incentive amounts described in the Company's
response to data request no. STF-1-78 are System Allocable amounts, before
allocation to Arizona. All amounts under these two programs are charged to
Account 920, which is a System Allocable account

The Service Planning Quality Incentive Award amount in the AZ column of the
Company's response to STF-1-78 is earned by Southwest employees in its Arizona
divisions. These are direct charges to Arizona, and"noal1ocations"aTe' 'involved
The amount in the CORP column is earned by Southwest employees based at its

(Continued on Page 2)
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294-010
Page 2

Response to ACC-STF-9-10: (continued)

corporate headquarters, and is automatically allocated to each ratemaking
jurisdiction monthly by Southwest's general ledger (including Arizona) using Factor
4. number of customers

The attached spreadsheet shows how the test year amounts are allocated to
Arizona. Prior to using the 4-Factor to allocate the MlP and Special Incentive
amounts to Arizona, the MMF is first applied to allocate a portion to the Company's
FERC jurisdictional operations, as a portion of Corporate employees' time is spent
supporting Paiute Pipeline and Southwest Gas Transmission Co. The MMF is not
applied to the Quality Incentive Award amounts since these employees' functions
do not support Southwest's pipeline subsidiaries, and the Corporate amounts are
allocated using Factor 4 since these employees are in the Customer Accounts
function (Account 903) and number of customers is a cost driver for this function
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STF-9-10
Sheet 1 of 1

SOUTHWEST GAS CORPORATION
ARIZONA GENERAL RATE CASE

TEST YEAR ARIZONA INCENTIVE PROGRAM AMOUNTS
RESPONSE TO DATA REQUEST no. STF-9-10

NET OF
TOTAL 4-Factor TOTAL AZ

3.96%

s 7,416,322 $ 7,415,322 $ 7,122,636

155.537

$ 4,038,534

88Exempt Special Incentive 96.925 65.025

290.004 > Direct. no allocation 290.004Service Planning
Quality Incentive Award Factor 4

137.522 53.98% 74.234
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241-078
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1 -99)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

Request No. STF-1 -78:

Payroll, Incentive Programs. Please provide complete copies of any bonus
programs or incentive award programs in effect at the Company for the most
recent three years. identify all incentive and bonus program expense incurred in
2005, 2006 and 2007. Identify the accounts charged. Identify all incentive and
bonus program expense charged or allocated to the Company from affiliates in
2005, 2006 and 2007.

Respondent: Human Resources / Revenue Requirements

R€SDOHS€:

The Management Incentive Plan and Special Incentive Plan are discussed in the
Company's response to data request no. STF-1-49. The current document for the

The
expense incurred in 2005, 2006, and for the test year ended April 2007 for each
program is attached as Attachment B. Please note the amounts shown for
"Corporate" are before 4-Factor allocation to Arizona.

Service Planning Quality Incentive Award is attached as Attachment A.

There are no incentive or bonus program expenses allocated from affiliates.



Docket No. G-01551A-07-0504
Attachment RCS-5

Page 92 of 888:-1-78
A'lTACHMENT A

SHEET 1 OF 1

SOUTHWEST GAS CORPORATION
ARIZONA GENERAL RATE CASE

INCENTIVE PROGRAMS
IN RESPONSE TO DATA REQUEST no. sTF-1 -78

DATE CORP AZ Account

MIP
2005
2006

12ME Apr 07

$ 5,668,050
6,728,050
7,416,322

920
920
920

Exempt Special Incentive
$ 121,450

89,000
96,925

$ 40,500
72,950
65,025

920'
920
920

2005
2006

12ME Apr 07

Service Planning
Quality Incentive Award 2005

2006
12ME Apr 07

$ t40,171
143,865
137,522

$ 465,150
367,534
290,004

903
903
903

1
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SDIIIIIWESI' ElS Service Planning Quality Incentive Award

Service Planning Quality Incentive Award for 2006
Table of Contents
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Administrative Information

2006 Service Planning Award Processing Schedule...
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1

4

5Service Planning Quality Incentive Award - 2006

Sen/ice Planning Quality Incentive Award (01/01/2006)
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5U1I1I1WES1' Sus Service Planning Quality Incentive Award

1 . Administrative information

The effects of the Service Planning Quality Incentive Award on
employee benefits are summarized below

Salary Continuation Program

Coverage is provided at no cost to the employee. Payments
are based on the hourly rate computed from an individual's
September 1 base salary and the previous four quarters total
Quality incentive Award compensation

Retirement

Quality Incentive Award compensation is included in the
average effective earnings of the five highest calendar years
of continuous service during the ten years immediately prior
to termination

EIP contributions are deducted from Quality Incentive Award
payments, when paid, at the rate specified by the individual
Contributions are matched $.50 on each $1.00 contributed
up to six percent (6%) of total annual earnings, subject to
any IRS limitations

Life Insurance

a) Basic

Salary utilized in the computation of life insurance
entitlement is comprised of the individual's
September l  base salary and the previous four
quarters total Quality incentive Award compensation

b) Employee Custom Life Insurance

Amounts available for purchase are factored off the
earnings amount indicated in Basic Life Insurance
above (employee paid)

Service Planning Quality Incentive Award

A.

(01/01/2006)
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SU11T1IWESI' ElS Service Planning Quality Incentive Award

c) Spouse Custom Life

Amounts available for purchase are factored off the
earnings amount indicated in Basic Life Insurance
above (employee paid).

Accidental Death and Dismemberment Insurance

a) Basic

Salary utilized in the computation of life insurance
entitlement is comprised of the individual's
September t  base salary and the previous four
quarters total Quality Incentive Award compensation.

b) Additional

Amounts avai lable for purchase are set  for
employees (employee paid).

all

C) Business Travel Accidental Insurance

Coverage is equal to the individual's September 1
base salary and the previous four quarters total
Quality Incentive Award compensation. The premium
is entirely Company paid.

Long-term Disability

a) Basic (Option 1)

Coverage is provided at no cost to the employee.
Payout is 50 percent of the individual's September 1
base salary and the monthly average of the previous
four quarters total Quality Incentive Award
compensation.

b) Additional (Option 2)

Coverage is employee paid. Payout is 16% percent of
the individual's September 1 base salary and the
monthly average of the previous four quarters total
Quality Incentive Award compensation. This brings
total coverage to 66% percent of  the individual's
September 1 base salary and the monthly average of

Service Planning Quality Incentive Award

6 .

5 .

(01/01/2005)
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the previous four quarters total Quality Incentive
Award compensation.

B. Termination of or adjustments to this Quality Incentive Award
program could occur at any time at the discretion of the Company,
as determined by executive management.

3

Service Planning Quality Incentive Award (01/01/2006)



1sT 2006 04/21/06 04/24/06 04/28/06

2ND 2006 07/20/06 07/21/06 07/27/06

3RD 2006 10/20/06 10/23/06 10/27/06

01/18/06

PAYDATE

01/26/06
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fa SUIIIIIWEST EHS Service Planning Quality Incentive Award

Serv ice  P lanning Qua l i ty  Incent ive  Award

P R O C E S S I N G  S C H E D U L E
2 0 0 6

4TH 2005* 01/20/06

* N o t e :  T h i s  w i l l  b e  t h e  l a s t  p a y m e n t  b a s e d  o n  t h e  p r e v i o u s
c ompe ns a t ion  p la n .  No  pa y me nt s  wi l l  be  c a r r ie d  ov e r  t o  t he  ne w
plan.

Service PIanniHg Quality Incentive Award ' - 4 (07/01/2005)
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O WUTHWETEHS Service Planning Qualit§rlm:entive-Award

Serviee Planning Quality Incentive Award 2006

\

The Service Planning Quality Incentive Award will be effective beginning January
1, 2006.

The Service Planning Quality Incentive Award will be based on the employee's
outstanding achievement and performance for that quarter based on defined
production criteria including, but not limited to, customer satisfaction, leadership,
innovation and working within the allowable budget. The Quality Incentive Award
value will be justified based on the defined criteria for the individual employee
based on their service territory and submitted to the Division .Vice President.
Once approved by the Division Vice President, the values will be forwarded to
the Energy SewiceS Department for compilation and totaling with all divisions
and forwarded to Payroll for processing.

The Service Planning Quality Incentive Award value will be up to a maximum of
$2500.00 per quarter per Service Planner or Senior Service Planner, up to a
maximum of $10,000 annually. A percentage of the award may be earned based
on the measured results of the defined criteria.

The Service Planning Quality Incentive Award will be paid quarterly.

Note: The plan for 2005 is final as of December 31, 2005.

Service Planning Oualifv Incentive Award ' 5 - 101/01/2006)
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243-010
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

* * *

RESIDENTIAL UTILITY CONSUMER OFFICE
DATA REQUEST no. RUCO-1

(RUCO-1 -1 THROUGH RUCO-1 -22)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 27, 2007

Request No. RUC0-1-10:

Employee Incentives

Please provide a description of each current employee incentive program. For
each program offered, provide the following additional information:

a) Employee eligibility;

b) Cost incurred in each year 2004, 2005, 2006, and the test
year, and

The account where each expense identMed in part b) was
recorded.

c)

Respondent: Human Resources

Response:

A description of each current employee incentive program was provided in the
Company's response to data request nos. STF-1-49 and STF-1-78, provided in
response to data request no. RUCO-1-6.

Please see the attached schedule for the information requested in parts a) through
c). Please note that amounts shown for "Corporate" are before 4-Factor allocation
to Arizona.
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SOUTHWEST GAS CORPORATION

ARIZONA GENERAL RATE CASE

INCENTIVE PROGRAMS

RESPONSE TO DATA REQUEST no. RUC0-1-10

Account

(ac:tuaI amounts rec'd in
January of calendar year)
Eligibility: Sr Mgrs and Above

2004 $ 5.727.800
5.668.050
6.728.050
7.416.32212ME Apr 07

Exempt Special Incentive
Eligibility: All non-incentive
exempts with at least 6
mos. service

84,200
121 .450
89.000

$ 38.000
40.500
72.950
65.02512ME Apr 07

168.035
140.171
143.865
137.522

$ 431.425
465.150

Service Planning
Quality Incentive Award
Eligibility: service planners
their sups andmanagers
industrial gas engineers 12ME Apr 01 290.004



Docket No. G-01551A-07-0504
Attachment RCS~5

Page 102 of 155

254-041
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-6-1 THROUGH ACC-STF-5-50)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 28. 2007

Request No. ACC-STF-6-41

Please identify the total number of Southwest Gas employees who were eligible for
SERP in each year, 2003 through 2007, and the total amount of SERP each year

Also indicate the total amount of SERP expense charged to Southwest Gas's
Arizona ACC-jurisdictonal operations n each year

Respondent: Revenue Requirements/Human Resources

Response: SUPPLEMENTAL ATTA CHMENT- MARCH 24, 2008

Please refer to the attached worksheet for the requested information. The number
of participants is broken down between active employees and retirees. The
allocation to'Arizona is an approximation, since SERP iS charged to Accouhtl926
and is part of the Company's labor loading process. A full charged labor study for
each year from 2003 to 2007 has not been done and would take a substantial
amount of time to complete to determine the precise amount of SERP charged or
allocable to Arizona for each year

a.
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243-020
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

RESIDENTIAL UTILITY CONSUMER OFFICE
DATA REQUEST no. RUCO-1

(RUCO-1 -1 THROUGH RUCO-1 -22)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-0II51A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 27. 2007

Request No. RUC0-1-20

Please provide the test-year recorded SERP expense and identify the account(s)
where these expenses reside

Respondent: Revenue Requirements

Response

Please refer to WP Schedule C-2, Adj. 3, Sheet 8, Line 11. SERP is first recorded
in Account 926, then loaded to all accounts charged with labor during the labor
loading process
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294-008
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-9

(ACC-STF-9-1 THROUGH ACC-STF-9-21 I

DOCKET no
COMMISSION
DATE OF REQUEST

G-01551A-07-0_04
ARIZONA CORPORATION COMMISSION
FEBRUARY 28. 2008

Request No. ACC-STF-9-8

Supplemental Executive Retirement Expense (SERP). Refer to the response to
STF-1-49 and WP Schedule C-2, Adjustment 3, sheet 8, line 11, columns C, D and
F. (a) Please confirm that the total Arizona related SERP test year expenses were
$1,395,781 (column C) plus $54,102 (column D), plus the $866,016 system
allocable amount. (b) In addition, please clarify whether the System Allocable
amount of $866,016 is prior to, or after applying the Arizona four-factor percentage
of 56.70%. If this amount is prior to applying the 56.70%, please confirm that the
Arizona System Allocable expense included by Southwest in test year expenses is
$491 ,031. (c) If the system allocable SERP charged to Arizona operations is
anything other than the $866,016 or $491 ,031 , please identify, quantify and explain
in detail

Respondent: Revenue Requirements

Response

Attached is a schedule showing the amount of SERP in Arizona expenses. For an
explanation of how System Allocable SERP (and other benefits) are allocated to
Arizona, please refer to the Company's response to data request no. STF-11-13
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STF-9~8

Sheet 1 of 1

SOUTHWEST GAS CORPORATION
ARIZONA

SERP
IN RESPONSE TO STF-9-8

Line
No. Description

(3)

Reference [1 ]
(b)

Arizona
(C)

Corp. Direct
-Arizona

(d)

System
- Allocable -

(8)

Line
No.

1

2

3

As Filed
Percent O&M
Subtotal

Sh 8, Ln 11

Sh 18, Ln 11, Sh 26, Les 5(0)andG)

Ln 1 9 Ln 2

s 1,395,781 $
80.09%

$ t,117,881 s

54,102 $
100%

54,102 $

866,016
96.16%

832,761

1

2

3

4
5
6

Allo Ted to Paiute/sGTc
Net of MMF Allocation
Net of 4-Factor

3.95%
Ln 3 - Ln 4

Ln 5 * 56.70%

$ 32,977
799,784
453,477

4
5
5

7 SERP s 1,117,881 $ 54,102 $ 453,477 7

[1] All references are to WP Sch C~2, Adj 3 unless otherwise noted.

,

v6k01 l

If:

Sheetl
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m

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504
* * *

295-006

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-10

(ACC-STF-10-1 THROUGH ACC-STF-10-25)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29, 2008

Request No. ACC-STF-10-6:

SERP. (a) Please explain and show in detail the impact on Southwest's filing, by
account, if Southwest had followed completely the treatment for SERP expense,
specified in Decision No. 68487 at pages 18-19. (b) Please provide all information,
by account, necessary to apply similar treatment in the current rate case for SERP
expense, specified in Decision No. 68487 at pages 18-29.

Respondent: Revenue Requirements

Response:

As calculated in the Company's response to data request no. STF-9-8, the amount
of SERP expense in Arizona is $1,625,460. Decision No. 68487 specified that
SERP be removed from operating expenses. Please refer to the direct testimony
of Ms. Laura Lopez Hobbs, which provides support for the reasonableness of the
Company's request for executive total compensation.

Since SERP is a Company benefit that is loaded to all accounts that have charged
labor, it will appear in many FERC accounts. Attached is a schedule that shows
the amount of SERP expense in each FERC account. The first sheet shows the
Arizona direct SERP loaded to each FERC account, and the second sheet shows
the Corporate Direct and System Allocable SERP loaded to each FERC account
(see bold amounts). .



Docket No. G-01551A-07-0504
Attachment RCS-5

Page 108 of 155

1

SOUTHWEST GAS CORPORATION
ARIZONA

SERP
IN RESPONSE TO STF-10-6

Line
No. Description

(a)

Recorded
Loading [1 ]

(b)

SERP

(C)

Line
No.

1 SERP $ 1,395,781 1

2
3
4
5
e

Deferred and Other
Account 146
Account 163
Account 184
Aceount426

Total Deferred and Other

$ 2
3
4
5
5$

o  $
826,097
445,366

0
1,271 ,463 $

0
30,022
16,185

0
46,207

7
8
9

Capital
Account 107
Account 108

Total Capital

s

$

6,171 ,377 s
202,319

6,373,696 $

224,276
7,353

231 ,629

7
8
9

10 Percent Capital & Other to Total [3] 19.91 % 19.91% 10

$ 11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Operations
Account 710
Account 871
Account 874
Account 875
Account 878
Account 879
Account 880
Account 901
Account 902
Account 903
Account 905
Account 908
Account 909
Account 91 D

Total Operating Expense $

3,238,926 $
6,883

2,276,808
687,367

2,571 ,428
3,006,578
2,197,732
1 ,s14,7'/0
1 ,793,047
5,308,467

149,993
130,980

0
0

22,882,979 $

111,707
250

82,142
24,980
sa,449

109,263
79,869
55,049
65,162

192,917
5,451
4,760

0
0

831 ,599

v7201 ! Direct
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SOUTHWEST GAS CORPORATION
ARIZONA

IN RESPONSE TO sTF-10-6

Description
Recorded
Loading [1]

$ 1,004,283 $ 36.496

114.364
19.583

9

Maintenance
Account 885
Account 886
Account 887
Account 889
Account 892
Account 893
Account894
Account 935

TotalMaintenance Expense $

3.146.949
538.862

2.285.778
472.870
72.145

348.661
7,879,336 $

10

11

10 Total O & M

Percent O & M to Total

$ 30,762,315 $

80.09%

1,117,945

89.09% 11

12 Total s 38,407,474 $ 1 ,395,781 12

v72D1 ! Direct
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254-052
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-6-1 THROUGH ACC-STF-6-60)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION

_- DECEMBER 28,2007

Request No. ACC-STF-6-52:

Please refer to Ms. Aldridge's direct testimony, page 24. Please show in detail how
the Company identif ied the portion of AGA costs that relate to marketing and
lobbying activities. include a copy of any and all source documents used to identify
those percentages.

Respondent: Revenue Requirements

Response:

The portion of advertising and lobbying costs was provided to Southwest by the
AGA in the attached document.
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AMERICAN GAS ASSOCIATION
2007 BUDGET

ALLOCATION ALLOCATION

$345.000
$2,099,000
$4,665,000
$1 ,016,000
$1 ,283,000
$5,993,000
$3,669,000
$5.790.000

18.779

Advertising
Corporate Affairs
General & Administrative
General Counsel
Industry Finance & Administrative Programs
Operations & Engineering Management
Policy, Planning & Regulatory Affairs
Public Affairs

5.16%
24.11%
14.76%
23.29%

Total Budget $24.860,000 100.00%

AGA estimates that lobbying expenses, as defined under IRC Secztion 162, will account for
2% of member dues in 2007
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254-050
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-6-1 THROUGH ACC-STF-6-60)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 28, 2007

Request No. ACC-STF-6-50:

Please refer to Ms. Aldridge's direct testimony, Exhibit RLA-2.

a. Please provide a complete copy of the March 2005 Annual Audit report and
show the percentages of AGA cost for each NARUC-designated functional
category of AGA activities.

Does Southwest Gas or AGA have more current information on the percentage
of  AGA costs in each NARUC-designated functional category of  AGA
activities? If so, please provide the most current information.

Respondent: Revenue Requirements

Response:

a. Attached is the copy of the Annual Audit Report on the Expenditures of the
American Gas Association (AGA) for the 12 month period ended December 31,
2002, dated March 2005. This report is the most recent audit report submitted to
NARUC. According to the AGA, NARUC no longer requests that the AGA provide
annual audit reports. The lobbying percentage is found on the page preceding the
table of contents. The other percentages are found on page 111-2.

b.

b. Attached is the updated budget information for 2008 provided by the AGA to
Southwest.
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A M E R I C A N  G A S A S S O C I A T I O N
2 0 0 8  B U D G E T

A L L O C A T I O N A L L O C A T I O N

Adver t i s ing
Corporate A f fa i rs
General  8- Adminis t rat ive
Genera l  Couns e l
Indus t ry  F inance &  Admin is t ra t i ve P rograms
Opera t i ons  &  E ngi neer i ng M anagem ent
Pol icy ,  P lanning & Regulatory  A f fa i rs
Publ ic  A f fai rs

$ 3 0 0 , 0 0 0
$ 2 , 3 1 7 , 0 0 0
$ 5 , 1 2 7 , 0 0 0
$1 ,056,000

$ 8 5 2 , 0 0 0
$ 5 , 5 0 5 , 0 0 0
$ 4 , 0 0 0 , 0 0 0
$ 6 , 1 9 5 , 0 0 0

1.18%
9. 14%

20.22%
4. 17%

%
21 .71%
15. 78%
24.44%

Total B udge t $ 2 5 , 3 5 2 , 0 0 0 100 . 00%

AGA es t imates  that  lobby ing expenses ,  as  def ined under  IRC Sec t ion 162,  wi l l  account  f or
4%  of  member  dues  i n  2008
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295-002
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-10

(ACC-STF-10-1 THROUGH ACC-STF-10-26)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A.07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29. 2008

Request No. ACC-STF-10-2

TRIMP. (a) Please explain and show in detail the impact on Southwest's filing, by

TRIMP cost sharing, specified in Decision No. 68487 at pages 14-15. (b) Please
provide all information, by account, necessary to apply similar treatment for TRlMP
costs in the current case that was specified in Decision No. 68487 at pages 14-15

account if Southwest had followed completely the treatment for TRIMP, including

Respondent: Revenue Requirements

Response

a) Attached is the modification of Adjustment No. 9 as referenced above. The test
year ending April 30, 2007, included $348,690 in Account 887.0, Maintenance of
Mains and recoveries of  $551,530 recorded in Account 407.3, Regulatory
Amortizations. Both amounts would be adjusted to zero and a TRIMP surcharge
would remain in effect presumably for another 36 months or indefinitely

b) The currently effective DOT TRlMP surcharge is $0.00072 per therm. Pursuant
to Decision No. 68487, the surcharge all change on May 1, 2008, to clear the
balance by February 28, 2009. The Company has calculated the May 1, 2008 rate
to be $0.00294 (Reference STF-9-18 (c) for the calculation). Attached please find
file STF-10-2(b) showing the recovery of the current deferred costs and the
projected costs assuming 50 percent recovery through the DOT TRIMP surcharge
for an additional 36 months past the effective date of rates in this proceeding. The
attached analysis uses November 1, 2008 as the effective date and October 31
2011 as the sunset date. These calculations are based on a new DOT TRIMP
surcharge rate each May 1 during this period
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SHEET t OF 1

SOUTHWEST GAS CORPORATION
ARIZONA

STF-10-2 TRIMP
ADJUSTMENT no. 9 MODIFICATION

Line
No. Description

<a)

Account
Number

(b)

Amount [1 ]

(C)

Line
No.

1
2
3
4
5

Recorded Regulatory Amortization
TRIMP
Demand Side Management (DSM)
PBOP
R&D

407.3
$ 551 ,530

642,568
337,524
755,950

2,287,572

1
2
3
4
5

6
7
8
9

10

s

$

Adjustments:
R&D
TRIMP
Demand side Management (DSM)

Total Adjustments (Ln 6 + Ln 7 + Ln 8)
Annualized Regulatory Amortization (Ln 5 + Ln 9) 407.3

$
$

(755,950)
(551,530)
(642,568)

(1,950,048)
337,524

6
7
8
g

1 0

11
1 2
1 3

Test Year Recorded TRIMP
TRIMP written off

Adjusted TRIMP Expense (Ln 11 + Ln 12)

887.0
887.0
887.0

348,690
(348,690)

0

11
12
13

14 Total Revenue Requirement Impact (Ln 9 + Ln 13)

$

$

$ (1,950,048) 14

v9f01 ! Surchg - STF-10-2
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294-014
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551 A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-9

(ACC-STF-9-1 THROUGH ACC-STF-9-21 )

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 28. 2008

Request No. ACC-STF-9-14

Injuries and Damages. Refer to the response to STF-1-66 and WP Schedule C-2
sheet 72, Adjustment 10, line 12. Please confirm that the test year amount of
$450,132 shown on the referenced workpaper relates to Arizona jurisdiction only
If so, please reconcile this amount to the response to STF-1-66, which indicates
test year expense of $472,757 for Arizona jurisdiction. If not, please identify the
Arizona expense amount and explain fully

Respondent: Revenue Requirements

Response

Attached is a corrected Attachment to the Company's response to STF-1-66. A
negative $66,728 recorded in May 2006 to Self-Insured Retention was listed under
Souther Nevada instead of Arizona. The net recorded test year Arizona activity for
Self-insured Retention is a negative $558,l/65, as shown on the corrected
schedule attached and in Schedule C-2, Adjustment 10, Line 13 (f). Please refer to
the Company's response to STF-9-15 for detail of test year charges for Arizona
Self-insured Retentions

The negative $450,132 shown on WP Schedule C-2, Sheet 72, Adjustment 10
Line 12 should have been a negative $449,856, which is the number shown on
schedule C-2, Adjustment No. 10, Line 14(f). The difference is due to use of a
rounded Arizona Four Factor in the workpaper. The negative $449,856 is the net
of the recorded $220,000 System Allocable Self-lnsured Retention shown on Line
9 (d) of Schedule C-2, Adjustment less the Paiute MMF allocation and then
allocated to Arizona to net $108,909. When the test year recorded negative
$558,765 is added to the positive $108,909, the net is a negative $449,856

(Continued on Page 2)
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294-014
Page 2

Response to ACC-STF-9-14: (continued)

The $472,757 shown on the Company's response to STF-1-66 should have been
$406,029 and is the net of three numbers. The first number is $467,270, which
represents the test year recorded legal and other fees. The Company is not
proposing any adjustment to this amount and is requesting that the test year
amounts be used to establish rates in this proceeding. The second number is
$497,524, which represents the test year recorded amounts related to workers
compensation. The Company is self-insured for this expense and is requesting the
recorded amount of $497,524 for inclusion in rates in this proceeding.

The third number is the negative $558,765, which is the net test year activity for
Self-Insured Retentions and is the subject of Adjustment No. 10. The Company's
adjustment consists of two parts: 1) removal of the negative recorded $558,765
and replacement with a 10-year average of total Company Self-Insured Retentions
after allocation to Paiute and 2) the Arizona Four Factor applied to the balance net
of Paiute allocation.

Attached are two schedules detailing the flow of the Account 925 activity from
recorded test year April 2007, adjustments and the adjusted amount requested.
The first schedule is per the Company's filing, which leaves the negative number
under the direct category and increases the system allocable portion accordingly in
order to derive the Company's requested amount.  The second schedule
demonstrates how the adjustment would look if the Direct Account 925 category of
the schedule removed the negative $558,765 leaving $964,794 direct instead of
the filed $406,029 and reduced the system allocable portion accordingly and
requested an Arizona allocation of system allocable of $7,204,060, instead of the
filed $7,762,825 In both instances, the Company's total direct and allocated
request would be $8,168,854

A third set of schedules adjust the Injuries and Damages expense to reflect the
$300,000 declass error discussed in the Company's response to STF-1-53 (2) and
STF-9-15. A $300,000 adjustment to Self-lnsured Retentions was recorded as a
credit to Account 923, Outside Services, when it should have been a credit to
Account 925. The Arizona recorded negative $558,765 activity should have been
a negative $858,765.

Finally, attached is the monthly activity for the calendar years 2004 - 2006 and the
test year ended April 2007 for all Southwest rate jurisdictions and Systef'ri` Allocable
expense in the categories detailed in the Company's response to STF-1-66.
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295-011
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551 A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-10

(ACC-STF-10-1 THROUGH ACC-STF-10-26)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29. 2008

Request No. ACC-STF-10-11

May 2005 leaking gas line fire. Refer to the 2006 financial statements at page 33
Insurance Coverage. (A) What amount of expense did Southwest include in the
test year for litigation and settlement costs relating to the May 2005 leaking gas
line fire related lawsuit? ldentify'the'amounts by account. ' -(8) Didthesetttement in
the fourth quarter of 2006 deplete the Company's maximum self-insured retention
of $11 million? If not, please identify the impact of the settlement on the self
insured retention. (C) Identify all expense in the test year, by account, related to
accruals for the self-insured retention. (D) Please provide comparative amounts
for each year, 2003, 2004, 2005, 2006 and 2007, by account, for charges to
expenses for incurrence of self-insured liabilities. (E) Please provide comparative
amounts for each year, 2003, 2004, 2005, 2006 and 2007, by account, for
expenses related to the buildup of a balance in the self-insured retention account
(f) Please identify the monthly balances in the self-insured liability retention
account from December 31, 2002 through December 31, 2007. (G) Please provide
the information in parts c through f in Excel

Respondent: Revenue Requirements

Response

A) Attached is a workpaper that calculates the impact of the above referenced
incident on the current rate case. The referenced incident is an example of a claim
that can reach and even exceed the $5 million aggregate
B) Yes. The above incident exceeded the $10 million aggregate in effect at the
time of the occurrence
C) Please refer to the Company's response to STF-9-14. Also p.lease refer to
Workpapers Sch. C-2, Adjustment No. 10, Sheets 72 to 75 for the net activity of
self-insurance accruals for the 10 years ending April 2007
D) and E) Please refer to the Company's response to subpart C) above
F) Attached is a file providing the debit and credit activity for Account 228.2 for the
period January 2003 through December 2007
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SOUTHWEST GAS CORPORATION
DATA REQUEST NO Acc STF-10-11

ACCOUNT 228.2 ACCUMULATED PROVISION FOR INJURIES AND DAMAGES
FOR THE PERIOD JANUARY 2003 THROUGH DECEMBER 2007

Month

zoos

2004

2006

2003 $

Year

2007

Beg
Balance

o  $
0
0

50,000
100,000

0
0

236,000
399,491

0
175,000

0
144,000
145,000

1,500,000
0
0

3.000
0
0

127,500
0

787,500
133,654

17,500
32,500

247,500
79,097

0
36,500

0
25,000

122,000
0

57,320
1,049,000

_396,613
0
0

325,000

Debits

447,037

266,728

Credits
End

Balance

Docket No. G-01551A-07-0504
AttachmenP\R@S=»Ment

Page 14(BdTFl~58-11

I
s

i
3

29,470,000
500,000

0
76,177

0
0

250,000
I

3

a

3

R

January
February
March
April
May
June
July
August
September
October
November
December
January
February
March
April
May
June
July
August
September
October
November
December
January
February
March
April
May
June
July
August
September
October
November
December
January
February
March
April

may
June
July
August
September
October
November
December
January
February
March
April
May
June
July
August
September
October
November
December

44,405
49,500

(1 ,025,000) $
(45,000)

(450,000)
0
0
0

(75,000)
0
0
D
0

(865,000)
0
0

(50,000)
0

(300,000)
0

(370,000)
(350,000)
(570,500)

0
(532,500)

0
(249,491)
(170,251)
(335,000)

0
(75,000)
(75,000)
(67,845)
(35,930)

(217,000)
(1,152,700)

(74,000)
(9,969,103)

. .  (9,497)
(18,000)

0
0
0
0

. 0
0
0
0

(19,028,052)
(150,000)

0
(127,118)
(75,000)

0
(25,000)

0
(300,000)
(393,905)

0
(500,000)

3

E

(2,450,00D) $
(3,475,00D)
(3,520,000)
(3,970,000)
(3,920,000)
(3,820,000)
(3,820,000)
(3,895,000)
(3,659,000)
(3,259,5D9)
(3,259,509)
(3,084,509)
(3,949,509)
(3,805,509)
(3,6S0,509)
(2,210,509)
(2,210,509)
(2,510,509)
(2,507,509)
(2,877,509)
(3,227,509)
(3,670,509)
(3,5l70,509)
(3,415,509)
(3,281 ,855)
(3,513,846)
(3,651,5977
(3,739,097)
(3,660,000)
(3,735,000)
(3,773,500)
(3,841,346)
(3,852,276)
(3,947,276)
(5,109,976)
(5,126,656)

(14,045,759)
(13,G53,543)
(13,681,643)
(13,581,643)
(13,35S,643)
(13,356,B43)
(12,909,506)
(12,909,605)
(12,909,606)
(12,642,87B)
(12,642,878)
(2,200,930)
(1,850,930)
(1,850,930)
(1 ,Sm ,871 )
(1 ,976,871)
(1,976,871)
(1 ,751 ,871)
(1 ,75T,871 )
(2,007,466)
(2,351 ,871 )
(2,351 ,871 )
(2,85t,871 )
(2,425,000)

426,871
1 ,000,000 (200,000)

(3,475,000)
(3,520,000)
(3,970,000)
(3,920,000)
(3,820,000)
(3,820,000)
(3,895,000)
(3,659,000)
(3,259,509)
(3,259,509)
(3,084,509)
(3,949,509)
(3,805,509)
(3,850,509)
(2,210,509)
(2,210,509)
(2,510,509)
(2,507,509)
(2,877,509)
(3,227,509)
(3,670,509)
(3,670,509)
(3,415,5D9)
(3,281,855)
(3,513,846)
(3,651,597)
(3,739,097)
(3,660,000)
(3,735,000)
(3,773,500)
(3,841,346)
(3,852,276)
(3,947,276)
(5,109,976)
(5,12S,656)

(14,046,759)
(-13,553,643)
(13,581 ,643)
(13.681,643)
(t3,356,643)
(13,356,643)
(12,909,G06)
(12,909,606)
(12,909,606)
(12,642,878)
(12,642,878)
(2,200,930)
(1,850,930)
(1 ,B50,930)
(1 ,901 ,871 )
(1 ,976,871)
(1,975,871)
(1 ,751 ,871)
(1,751,871)
(2,007,466)
(2,351 ,871 )
(2.351 ,871 )
(2,851 ,871 )
(2,425,000)
(1 ,625,000)

J

8

i
i
i
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254-060
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-6-1 THROUGH ACC-STF-6-60)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 28, 2007

Request No. ACC-STF-6-60:

Injuries and damages. Refer to Mr. Mashas' testimony at pages 20-22.

A. Please provide Southwest's total injuries and damages expense for each year,
for the ten year period ending December 31, 2007.

Please provide the annual amount of Southwest's "self insured accruals
charged to Account 925" for each year in the ten year period ending December
31,2007.

Please provide the balance in Account 228.2, Accumulated Provislon for
Injuries and Damages, as of each of the following dates:

(1) 4/30/06,

(2) 4/30/07,

(3) 12/1/07.

Please provide the Accumulated Deferred Income Tax balance related to the
Accumulated Provision for Injuries and Damages, as of each of the following
dates:

(1) 4/30/06,

(2) 4/30/07,

(3) 12/31/07.

Respondent; Revenue Requirements

b.

c.

d.

(Continued on Page 2)
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254-060
Page 2

Response to STF-6-60: (continued)

Response:

A. Attached is a schedule providing Southwest's charges to Account 925, Injuries
and Damages, for the ten-year period 1998 through November 2007.

B. The attached file referenced in part (A) above provides the "self-insured"
accruals for the ten-year period. The self-insured amounts are the net activity for
each annual period referenced. Included in the Company's C-2 workpapers,
sheets 72-75, is similar information by event, adjusted to reflect the current limits
that exist during the test year.

C. Please refer to the attached schedule for the requested balances. November
2007 is provided in lieu of December 2007, since the latter is not yet available.
December 2007 will be provided when available.

D. Please refer to the attached schedule for the requested balances. Deferred
taxes are calculated using the composite Federal and Arizona state income tax
rate of 39.529%. Again, November 2007 is provided in lieu of December 2007.
December 2007 will be provided when available.
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SOUTHWEST GAS CORPORATION
ARIZONA

RESPONSE TO STAFF DATA REQUEST no. STF-6-60 C AND D
ACCOUNT 228 RESERVE FOR SELF-INSURANCE

ACCOUNT BALANCE AND DEFERRED TAX

Account
228

Deferred
Tax Net

Arizona
AllocationMonth - Year

Four Factor

April 30, 2006

April 30, 2007

November 30, 2007

$ 2,425,000 s

1.976,870

13,356,643

(958,578) $

(781,437)

(5,279,747)

1,466,422 $

1,195,433

8,076,895

56.70%

831,461

677,811

4,579,600

%vx01 ! STF-6-60 C & D
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254-060
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

* * *

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-6

(ACC-STF-5-1 THROUGH ACC-STF-6-60)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 28, 2007

Request No. ACC-STF-6-60:

Injuries and damages. Refer to Mr. Mashas' testimony at pages 20-22.

A. Please provide Southwest's total injuries and damages expense for each year,
for the ten year period ending December 31, 2007.

Please provide the annual amount of Southwest's "self insured accruals
charged to Account 925" for each year in the ten year period ending December
31,2007.

C. Please provide the balance in Account 228.2, Accumulated Provision for
injuries and Damages, as of each of the following dates:

(1) 4/30/06,

(2) 4/30/07,

(3) 12/31/07.

D. Please provide the Accumulated Deferred Income Tax balance related to the
Accumulated Provision for Injuries and Damages, as of each of the following
dates:

(1) 4/30/06,
(2) 4/30/07,
(3) 12/31/07.

Respondent: Revenue Requirements

Response: SUPPLEMENTAL A TTACHMENT -1 MARCH 25, 2008

B.

(Continued on Page 2)
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254-060
Page 2

Response to ACC-STF-6-60: (continued)

A,B&D) The attached schedule, STF-6-60 Supplemental (a, b & d), has been
updated through December 2007.

Please note: STF-6-60 (d) Revised Injuries and Damages is being
provided to accurately reflect balances as of April 2006 and
November 2007, which amounts were inadvertently switched when
originally submitted .

C) Please refer to the Company's response to STF-10-11 .
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paQeslN>€PeEM't§nTAL
STF650 (d)

SHEET 1 OF 1

SOUTHWEST GAS CORPORATION
ARIZONA

RESPONSE TO STAFF DATA REQUEST no. STF-6-60 AND D
ACCOUNT 228 RESERVE FOR SELF-INSURANCE

ACCOUNT BALANCE AND DEFERRED TAX

Month .. Year

Four Factor

Account
228

Deferred
Tax Net

Arizona
Allocation

April 30, 2006

April 30, 2007

December 31, 2007

s 13,356,643 $

1,976,870

1,625,000

(5,279,747) $

(781,437)

(642,346)

8,076,896 $

1,195,433

982,654

5G.70%

4,579,600

677,811

-557,165

v@$011 STF-6-60 (d)



SOUTHWEST GAS CORPORATION
ARIZONA

RESPONSE TO STAFF DATA REQUEST no. STF-6-60 AND D
ACCOUNT 228 RESERVE FOR SELF-INSURANCE

ACCOUNT BALANCE AND DEFERRED TAX
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ATTACHMENT

STF-6-60 D

SHEET 1 OF 1

Account
228

Deferred
Tax Net

Arizona
Allocation

56.70%

Month - Year

Four Factor

April 30, 2006

April 30, 2007

November 30, 2007

$ 13,356,643 $

1,976,870

2,425,000

(5,279,747) $

(781,437)

(958,578)

8,076,896 $

1,195,433

1,466,422

4,579,600

677,811

831,461

v@h011 STF-6-60 (d)
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295-026

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-10

(ACC-STF-10-1 THROUGH ACC-STF-10-26)

DOCKET NO
COMMISSION
DATE OF REQUEST

G~01551A-07-0504
ARIZONA CORPORATION COMMISSION
FEBRUARY 29. 2008

Request No. ACC-STF-10-26:  /

Aircraft and aviation operations. (a) Please identify the investment cost and
operating cost of all owned and leased aircraft in the test year, and provide
comparable information for calendar 2004, 2005, 2006 and 2007. (b) Please
identify all costs and expenses, by recount, for all owned andlor leased aircraft and
aviation operations for the test year that were charged to Arizona utility operations

Respondent: Revenue Requirements

Response

Please find the attached schedule listing the operating costs associated with the
leased aircraft used by Southwest for business operations. Southwest does not
own any aircraft. The amounts are listed by account, from 2004 through 2007, as
well as the test year, and the portion allocated to Arizona is shown. -Any amounts
that were directly charged to non-Arizona jurisdictions or below-the-line (Account
426.5) were excluded from this schedule
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298-004
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPCRATION COMMISSION
DATA REQUEST no. ACC-STF-11

(ACC~STF-11-1 THROUGH ACC-STF-11 -15)

DOCKET NQ.; _
COMMISSION:
DATE OF REQUEST-_

G-01551A-07-D504
ARIZONA CORPORATION COMMISSION
MARCH 3, 2G08

Request No. ACC-STF-11-4:

Amortizations. Refer to Southwest's W/P Schedule C-2, Sheet 89, Adjustment No.
14. For each item of new amortization listed in the following table, please provide
the following information: (1) the actual cost, (2) the actual date placed into service,
and (3) the documentation relied upon for the amortization period/sewice life:

New Amortizations beqinninu before 121311u7 C \ N P
Balance

@4/30/07
(G)

Descrapam Ul
(a)

Amoral
Ame n

(b)

E s l i r r aed
in-sewice

D u e
(d)

Est imated
A s i a

Amours
(e)

Service
Life
(f)

$ 6/30r2007 $Auhcad Nap an 2007
Pi  Dan recess
Receivables SoftWare
Lead Bdamce'
Mad<il1rey V9coboI Licelse
Citrix Plmenut ion License
San Lef tward rework  Expuls ion
Elves/LmR Software nbmle
E a R s SGIR\nere
O ra t e  UP K  L i c a r s a
Orade PU!  L icexsa

T e a l New Mmurtizai ms

6/a0Q007
5/30/2007
e/so/z0o7
6/3n/2007
6 / 3 0 Q m 7
6/30/2007

12/31 /z0o7
12/31 /2oo7
12/312007
12/3112007

3 years
3 years
a  y r s
B y r l e
Byears
Byears
Syears
Syears
a years

years
3 years

$

00,000 $
8,000

35,000
12567
3,500

27,667
5,167

14a,sas
116,667
80,033
70,000

5e53a3 s

125,879
2s,s00
57.238
37,780
10,420
82,628
15,489
88,406
99,510

0
0

543,250 $

180,000
24,000

105,000
38,000
10,500
83,000
15,500

430,000
350,000
250,000
210,000

1,595,000

Respondent: Revenue Requirements

Response:

Please see the attached worksheet for the actual in-sewice amounts and dates for
t h e  p r o e m  i n  t h e  a b o v e  t a b l e .  T h e  E M R S / L M R  M o d u l e  i s  s t i l l  i n  C W I P .

i

(Continued on Page 2)
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I

298-004
Page 2

Response to STF-11-4: (continued)

Generally, Southwest assigns a three-year service life to small software projects or
sof tware license purchases under $1 million. This assignment is based on
seasoned professional judgment, and there is no documentation Southwest relied
upon to determine a service life for the above projects.
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SOUTHWEST GAS CORPORATION
SYSTEM ALLOCABLE

INTANGIBLE PLANT IN CWIP AT 4/30/07
ACTUAL COST AND IN-SERVICE DATE

Description [11

(a)

In-Service
Date

(b)

Asset
Amount

(C)

1
2
3
4
5
6
7
8
g
ID
11

Autocad Map 3D 2007
Pi Data Access
Receivables Software
Load Balancer
MacKinney VS/cobol License
Citrix Presentation License
San Lefthand Network Expanson
EMRS/LMR Software Module
EMRS Software
Oracle UPK Licenses
Orate PUI Licenses

6/29/2007 $
6/27/2007
6/29/2007
5/24/2007
5/24/2007
5/24/2007
5/24/2007

N/A
1/28/2008

12/17/2007
8/27/2007

128,129
25,900
76,084
37,781
10,149
82,628
15,489

. to
195,120
189,398
172,400

1
2
3
4
5
6
7
8
g
10
11

[1] This project is still in C\NIP. 795, 073

i

v7t01 ! Sheetl
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET NO. G-01551A-07-0504

The Direct Testimony of Staff witness Corky Hanson addresses the concerns of the Arizona
Corporation Commission's ("Commission") Office of Pipeline Safety ("OPS" or "Pipeline
Safety") relating to the Southwest Gas request to include replacement cost of the Manors
subdivision gas distribution system in Yuma, Arizona.

Staff recommends the costs discussed in Staff witness Ralph Smith's testimony be disallowed
from consideration in these proceedings because SWG's original intention was to extend the
service life of the pipeline system by installing a new cathodic protection ground bed before
incorrectly connecting the wires backwards on the rectifier causing the pipeline to corrode at an
accelerated rate.
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1 INTRODUCTION

2 Q- Please state your name and business address?

3

4

My name is Corky Hanson. My business address is 2200 N. Central Avenue, Phoenix,

Arizona.

5

6 Q-

7

What is your current position and how long have you been employed by the Arizona

Corporation Commission"

8

9

I am a Senior Pipeline Safety Inspector, I have been employed by the Arizona Corporation

Commission ("Commission") for over 15 years.

10

11 Q- Please describe briefly your duties as a Senior Pipeline Safety Inspector.

12

13

14

15

Briefly, my duties include conducting annual pipeline safety inspections, conducting

investigations into the causes of pipeline failures, conducting pipeline construction

inspections, completing required reports associated with each inspection or investigation

and providing testimony on behalf of the Commission.

16

17 Q- Have you previously testified?

18 Yes, I have previously testified on behalf of the Commission.

19

20 Q. What is the purpose of your testimony in these proceedings.

21

22

The purpose of my testimony is to express the concerns Pipeline Safety has relating to the

cost and reasons for replacing the gas distribution system in the Manors subdivision

23 ("Manors") in Yuma.

24

A.

A.

A.

A.

A.
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1 ANALYSIS

2 Q-

3

4

5

Does the Pipeline Safety Section have any concerns with Southwest Gas Corporation

("SWG" or "Southwest Gas") that would effect this rate case?

Yes, SWG is seeking to recover costs for the replacement in the Manors subdivision in

Yuma, Arizona steel pipeline gas distribution system. Pipeline Safety does not feel that

SWG should be able to recover these costs. The circumstances that necessitated the6

7

8

immediate replacement of this system were the direct result of incorrect actions taken by

SWG personnel resulting in the failure of this system.

9

10 Q- Explain the action taken by SWG personnel that caused the failure.

11

12

During the SWG annual code compliance audit in 2006, it was noted on the inspection

report that SWG had not taken prompt remedial action to correct deficiencies of the

13 Manors cathodic protection ("CP") identified during the annual CP monitoring. The CP

14

15

16

17

18

19

20 SWG

21

22

deficiency was identified on March 26, 2004. Remedial action was not completed until

February 28, 2006. Failure to provide adequate CP on a steel pipeline system can lead to

deterioration of the pipeline resulting in leaks and ultimately the replacement of the

pipeline. The technician responsible for making repairs to the CP rectifier system

connected the wiring backwards (positive to negative / negative to positive). This action

caused the pipeline to corrode at an accelerated rate resulting in multiple corrosion failures

and necessitating the immediate replacement of the steel pipeline system.

management personnel did not identify this mistake until the system failed and required

replacement.

23

A.

A.
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1 Q.

2

Briefly explain what cathodic protection is and its importance in protecting the

pipeline.

3

4

5

6

7

Pipe corrosion is one of the leading causes of pipeline failures. CP is a procedure by

which an underground metallic pipe is protected against corrosion. A direct current is

impressed onto the pipe by means of either a sacrificial anode or a rectifier. CP

monitoring is conducted once each calendar year to ensure that minimum CP is being

maintained on the pipeline. The duration between inspections should not exceed 15

8 months .

9

10 Q-

11

Briefly explain what a rectifier is, how it operates and the consequences of improper

installation.

12

13

14

15

16

17

18

19

20

21

A CP rectifier is a device that converts alternating current ("AC") into direct current

("DC") for use with cathodic protection. The proper way to use a rectifier is to connect

the positive (+) wire terminal to the anode, and the negative (-) wire terminal to the

pipeline making the pipeline the cathode. In a properly installed system it is the anode

that loses current taking material with it until its mass is depleted thereby mitigating

corrosion on the cathode (pipeline). Reversing the wire connection (polarity) would cause

the pipe to become the anode, resulting in accelerated corrosion of the pipeline.

Southwest Gas claims that this rectifier was maintained and initialized by the same

Southwest Gas employee who was responsible for the Company's failure to conduct the

CP monitoring in 2006.

22

23 Q-

24

Based on your experience, could the Manors steel pipeline system have lasted for

many more years if adequate CP had been properly applied?

25

26

A.

A.

A. Yes, based on my CP training and experience both as an operator and Pipeline Safety

Inspector, this system could have lasted for many more years. I also consulted with co-
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1

2

3

4

5

6

7

8

9

10

11

12

13

workers Marion Garcia (Chemical Engineer) and Ryan Weight (Mechanical Engineer).

Both also have extensive cathodic protection experience, and both agree with my

assessment of this system. Pursuant to regulations, SWG had the option to either replace

the pipeline with plastic pipe (which does not require cathodic protection), or install CP.

Ground bed anodes on impressed current systems are normally designed to last, at a

minimum, 20 years. When SWG made the decision to replace the ground bed instead of

replacing the pipelines it was evident that the pipeline was in a condition that could be

preserved. Clearly, the intent was to extend the service life of the system. For SWG to

expend the cost and effort to replace the CP ground bed to restore CP to the Manors' steel

system, it is obvious that SWG planned on these actions extending the service life of this

system. Through only ll months of operation using an incorrectly installed rectifier, the

pipeline was corroded to the point of being no longer operable. It is true that the pipeline

had been in service for 50 years. However, as SWG's service life extension efforts

14

15

16

demonstrate, there was no present need to replace the pipeline. SWG's actions are

consistent with Staffs belief that the pipeline had significant remaining life that could

have been extended with proper cathodic protection.

17

18

19

20

21

But for the improper repairs made by an SWG Held technician, the Company would not be

incurring this expense. Customers should not have to pay for a new system when the

Company's own mistakes and improper repairs lead to the system's failure and need for

replacement.

22

23 Q-

24

Have you reviewed the list of 68 contracts provided by SWG to determine whether

the projects were used and are useful?

25 Yes.

26

A.
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1 Q-

2

Does the Pipeline Safety Section have any additional concerns regarding the used

and useful analysis of the list of 68 contracts that would affect this rate case?

3

4

No.

5

6

RECOMMENDATIONS

Q- What is your recommendation in this case?

recommend that SWG be permanently disallowed from including the cost relating to the7

8

9

10

Manors replacement project for consideration in this rate case and any future rate cases.

Staff witness Ralph Smith addresses the calculation of the disallowance in his testimony.

11 Q- Does this conclude your Direct Testimony?

12 A.

A.

A.

Yes, it does.
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EXECUTIVE SUMMARY
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DOCKET NO. G-01551A-07-0504

My testimony addresses the Revenue Decoupling.

The Company proposes a full Revenue Decoupling Mechanism. Mr. Miller states that full
Revenue Decoupling is reasonable for three reasons: 1) because it removes a major obstacle to
promoting the goals of energy conservation and efficiency, 2) it is fair to the utility, its
shareholders and its customers and 3) it is likely to reduce the burden on the Commission's
regulatory resources, because greater earnings stability is likely to reduce the frequency of
Southwest's rate cases.

There has been no showing in this case that the lack of Revenue Decoupling is a major obstacle
to the promotion of energy efficiency. When the Company filed its DSM program in June 2006
it proposed to increase funding by 16 percent above prior levels.

There has also been no showing that Revenue Decoupling is fair to customers. While it is clear
why the utility and its shareholders want to protect net income, ratepayers generally don't like
clauses that are designed to automatically increase their bills.

The argument that the Company will be able to reduce the frequency of rate cases is
unimpressive. The Company last raised rates in April 2006 by just under $50 million per year.
In this case the Company is asking to increase rate by another $50 million with the single largest
factor being identified as the cost of capital - over $20 million. Any effect of decreased margin
due to energy conservation is dwarfed by other factors impacting the Company's financial
position.

Contrary to the Company claim that Revenue Decoupling has broad support, while is it true that
NARUC endorses the idea that State Commissions should review and consider decoupling,
NARUC has also advised caution. In its September 2007 FAQ sheet on decoupling NARUC
states that "Decoupling is a substantial departure from traditional rate-making, and may be new
to States and utilities. Therefore it makes sense to approach implementation with caution,
considering corrective mechanisms to ensure that the change in structure has the intended effects
and avoids harmful unintended consequences."

As to the efforts of other States, decoupling has had a varied past. States like Washington,
Maine and New York adopted decoupling and then dropped it. While the Company notes that
Washington Gas Light has full revenue decoupling in Maryland, the utility proposed the idea in
its rate case in the District of Columbia, parties opposed it and the Company withdrew the
proposal in a settlement of the rate case.

The Company's proposal also lacks of stakeholder support. In Decision No 68487 the
Commission directed the Company to coordinate its efforts with all affected stakeholders. From
that process RUCO has filed comments that the meetings proved useful in that the parties were



able to identify weather as the true cause of SWG's inability to recover at approved levels, and
the conservation efforts are of relatively little significance to the under-recovery phenomenon.

The Company should not be permitted to ignore the outcome of the collaborative process in this
rate case. If they actually had a case to make they should have presented it to stakeholders and
gotten their support. The Company has failed in its burden of proof that decoupling is necessary
or will work to achieve the goal of promoting energy efficiency.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

5

6

My name is Frank W. Radigan. I am a principal in the Hudson River Energy Group, a

consulting firm providing services regarding the electric utility industry and specializing

in the fields of rates, planning and utility economics. My office address is 120

Washington Avenue, Albany, New York 12210.

7

8 Q- Please describe your educational background and professional experience.

9

10

11

12

13

14

15

16

17

I received a Bachelor of Science degree in Chemical Engineering from Clarkson College

of Technology in Potsdam, New York (now Clarkson University) in 1981. I received a

Certificate in Regulatory Economics from the State University of New York at Albany in

1990. From 1981 through February 1997, I served on the Staff of the New York State

Department of Public Service ("DPS") in the Rates and System Planning sections of the

Power Division. My responsibilities included resource planning and the analysis of rates,

depreciation rates and tariffs of electric, gas, water and steam utilities in the State. They

also encompassed rate design and performing embedded and marginal cost of service

studies as well as depreciation studies.

18

19

20

21

22

23

24

25

26

A.

A.

Before leaving the DPS, I was responsible for directing all engineering staff during major

proceedings including those relating to rates, integrated resource planning and

environmental impact studies. In February 1997, I left the DPS and joined a firm called

Louis Berger & Associates as a Senior Energy Consultant. In December 1998, I formed

my own Company. In my 27 years of experience, I have testified as an expert witness in

utility rate proceedings on more than 60 occasions before various utility regulatory bodies,

including this Commission, the Nevada Public Utility Commission, the New York State

Department of Taxation and Finance, the New York State Public Service Commission, the



Direct Testimony of Frank Radigan
Docket Nos. G-01551-A-07-0504
Page 2

1

2

3

Connecticut Department of Utility Control, the Rhode Island Public Utilities Commission,

the Michigan Public Service Commission, the Vermont Public Service Board and the

Federal Energy Regulatory Commission.

4

5 Q.

6

Have you prepared an attachment summarizing your educational background and

regulatory experience?

7 Yes. Attachment FWR-1 provides details concerning my experience and qualifications.

8

9 Q. On whose behalf are you appearing?

10

11

I am appearing on behalf of the Arizona Corporation Commission ("ACC" or

"Commission") Utilities Division Staff ("Staff').

12

13 REVENUE DECOUPLING

14 Q. What is the scope of your testimony in this case?

15

16

I will address the Company's presentation of full Revenue Decoupling as presented by

Company Witnesses Ralph Miller and A. Brooks Corydon.

17

18 Q. What is the Company proposing in this case?

19

20

21

In Southwest Gas Corporation's ("SWG" or the "Company") the last case, Docket No. G-

01155A-04-0876, the Company proposed a Conservation Margin Tracker to address the

Company's ongoing inability to achieve its authorized rate of return due, at least in part, to

22 declining per customer usage on its system. In that case, Decision No. 68487, the

23 Commission found that there was conflicting evidence in the record as to whether the

24

25

26

A.

A.

A.

A.

declining usage will continue and whether conservation efforts are the direct cause of

Southwest Gas' inability to earn its authorized return. In this case, Company witness A.

Brooks Corydon states that Decision No. 68487 did contain several references to the need
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1

2

3

4

5

to promote maximum energy efficiency. Based on these references,  he concludes the

Commission is  clear ly commit ted to protect ing energy supplies for  future Ar izona

generations (Congdon,  page 4). Company Witness  Ralph Miller  recommends the

adoption of full Revenue Decoupling for Southwest's residential customers and all but its

largest general service customers. (Miller, page 4).

6

7

8

9

10

11

12

13

14

15

Mr. Miller states that Revenue Decoupling is a rate design alternative to traditional rate

design. Under traditional rate designs, he states that a large fraction of a utility's non-gas

cost recovery is achieved through volumetric rate components. Revenue Decoupling

breaks or weakens this linkage between a gas utility's non-gas revenues and its volumetric

sales or total throughput. Full Revenue Decoupling eliminates the linkage completely.

Partial decoupling weakens the linkage but does not eliminate it. (Miller, page 2). The

proposed Revenue Decoupling Adjustment Provision ("RDAP") and Weather

Nonnaliza t ion Adjustment  Provision ("WNAP") together  accomplish full Revenue

Decoupling. (Miller, page 4)

16

17 Q. Please explain the proposed WNAP?

18

19

20

21

22

23

24

25

In SWG's proposed weather normalization provision, the adjustment is made each month

to reflect the difference between actual and normal weather in that month (Miller, p. 10).

Company witness Miller states that this timing is similar to SWG's current system of

making small changes to the monthly gas cost, which has proven acceptable to customers.

Company witness Miller argues that weather nonnalization benefits the Company because

it eliminates the fluctuations in non-gas revenue that would otherwise occur whenever the

actual weather is colder or warmer than the normal weather used for the test year to design

the utility's rates. SWG also argues that a weather normalization provision is a benefit to

26

A.

ratepayers . SWG argues that weather normalization moderates the fluctuation in the
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1 customer's bill that occurs when weather is colder than normal and when it is wanner than

2

3

4

normal. Under the proposal, in colder than normal months, the customer's bill increases

less than it would under a traditional rate design, and in waler than normal months, it

decreases less than it would under a traditional rate design.

5

6 Q. Please explain the proposed Revenue Decoupling Adjustment Provision ("RDAP")?

7

8

9

10

11

12

13

T he RDAP is  s tyled a f ter  a  mechanism r ecent ly approved by the Public  Service

Commission of Utah for Questar Gas Company (Congdon, page 7). The proposed RDAP

provides for  recovery of non-weather  rela ted dollar  differences between actual and

authorized non-gas revenue by recording monthly differences in non-gas revenue per

customer  in a  deferred account and recover ing the balance annually through a  ra te

adjustment (surcharge). The Company claims that the process is identical in nature to the

accounting for Southwest's Purchased Gas Cost Adjustment Provision (Congdon, page 5).

14

15 Q- What is the Company's reasoning for proposing full Revenue Decoupling?

16

17

18

The Company states that consideration of the promotion of the goal of energy efficiency

in the regulatory process is important because utilities are in a position to influence energy

usage decisions, which affect energy conservation and efficiency. The Company states

19

20

21

tha t  ut ilit ies  can promote the energy efficiency goal through adver t is ing,  through

promotional programs, and through other activities too closely tied to the provision of

utility services to be conducted independently by third parties. SWG states that regulators

22 seeking to promote energy conservation and efficiency should establish regulatory policies

23 that encourage utilities to support the achievement of these goals. SWG argues that

24

25

26

A.

A.

traditional rate designs are adverse to energy conservation and efficiency because they

impose a financial penalty on gas utilities whenever usage per customer decreases. Thus

they create a financial disincentive for the utility to support any program that reduces
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1

2

customer usage, even if that program is an efficient use of resources for the economy as a

whole (Miller, page 8).

3

4

5

6

7

8

Mr. Miller states that full Revenue Decoupling is reasonable for three reasons: 1) because

it removes a major obstacle to promoting the goals of energy conservation and efficiency,

2) it is fair to the utility, its shareholders and its customers and 3) it is likely to reduce the

burden on the Commission's regulatory resources, because greater earnings stability is

likely to reduce the frequency of Southwest's rate cases (Miller, page 4).

9

10 Q- Do you agree with these reasons?

11

12

13

14

15

16

17

18

19

20

21

22

23

No. While proponents of energy conservation efforts want to remove as Many obstacles

as possible, there have been no showing in this case that the lack of Revenue Decoupling

is a major obstacle to the promotion of energy efficiency. When the Company filed its

DSM program in June 2006 it proposed to increase funding 16 percent above prior levels.

There has also been no showing that Revenue Decoupling is fair to customers. While it is

clear why the utility and its shareholders want to protect net income, ratepayers generally

don't like clauses that are designed to automatically increase their bills. Finally, the

argument that the Company will be able to reduce the frequency of rate cases is

unimpressive. The Company last raised rates in April 2006 by just under $50 million per

year. In this case the Company is asking to increase rate by another $50 million with the

single largest factor being identified as the cost of capital -- over $20 million. Any effect

of decreased margin due to energy conservation is dwarfed by other factors impacting the

Company's financial position.

24

A.
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1 Q- Does the Company have any other reasons for proposing full Revenue Decoupling?

2

3

4

5

6

7

8

Yes, the Company claims that traditional rate designs hamper a company's ability to

recover its authorized cost per customer because non-gas revenues vary with weather-

related and other changes in use per customer. Traditional rate designs also penalize

utilities for promoting economically efficient conservation. According to the Company

full Revenue Decoupling is important because it solves these problems. It promotes a

utility's financial health, while allowing the utility to aggressively promote economically

efficient conservation with no attendant financial harm (Miller, page 3).

9

10 Q- Do you agree with this reason?

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

No. This is an argument that a rate design with a volumetric component adds risk to the

Company's ability to earn its net income because usage can vary with weather, and the

Company has been vociferous on this subject. In its 2007 10-K filing with the Securities

Exchange Commission the Company stated "Weather is a significant driver of natural gas

volumes used by residential and small commercial customers and is the main reason for

volatility in margin. Space heating-related volumes are the primary component of billings

for these customer classes and are concentrated in the months of November to April for

the majority of the Company's customers. Variances in temperatures from normal levels,

especially in Arizona where rates remain leveraged, have a significant impact on the

margin and associated net income of the Company. Differences in heating demand,

caused primarily by weather variations between 2006 and 2005, accounted for a $3

million increase in operating margin." In its 2007 Annual Report to shareholders, the

Company reported "Unfortunately, we were disappointed that the ACC did not approve

the key rate design proposals the Company made to mitigate the effects of weather

volatility and customer conservation resulting from higher natural gas prices and more

efficient building standards in new construction. And while the weather improved over
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1 the prior year, it was still warmer than nonna and, consequently, our operating margin in

2 Arizona was negatively impacted."

3

4 Q- Does the Company have any other justification for Revenue Decoupling?

5

6

7

8

9

10

Yes, company Witness Ralph Miller states that Revenue Decoupling has broad support.

He notes that  the tradit ional use of volumetr ic ra tes to recover  fixed costs that  are

independent of sales volume has been an issue for  many years.  Mr.  Miller  points to

FERC's adoption of a straight fixed-variable ("SFV") method of rate design for interstate

pipelines in its Order 636 in April 1992. Within the past few years, Mr. Miller states that

there has been intense interest in full Revenue Decoupling for gas distribution utilities.

11

12

13

14

15

16

17

18

19

Mr. Miller points to a Joint Statement of the American Gas Association ("AGA") and the

Natural Resources Defense Council ("NRDC"), which the AGA and NRDC submitted to

NARUC in July 2004 ("the Joint  Sta tement"). The Joint Statement explained that

traditional volumetric rates are a "significant financial disincentive for natural gas utilities

to aggressively encourage their customers to use less gas", and it supported "mechanisms

that use modest automatic rate true-ups to ensure that a utility's opportunity to recover

authorized fixed costs is not held hostage to fluctuations in retail gas sales." The Joint

Statement was submitted as Exhibit l to the pre-filed testimony of Ralph Miller.

20

21

22

23

24

Mr. Miller also points to a Resolution on Gas and Electric Energy Efficiency, adopted by

the NARUC Board of Directors on July 14, 2004. SWG notes that the NARUC Board

encourages State Commissions to review and consider the recommendations in the Joint

Statement. The resolution was submitted as Exhibit 2 to the pre-tiled testimony of Ralph

25 Miller.

26

A.
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1

2

3

4

5

6

Mr. Miller also notes that certain states have supported decoupling. SWG points to the

fact that Nevada adopted legislation to permit Revenue Decoupling. The Company notes

that Maryland adopted full Revenue Decoupling for its two large gas utilities, Baltimore

Gas and Electric Company and Washington Gas Light Company and that California did it

more than 20 years ago. Company witness Miller testified that among the states with full

or essentially full Revenue Decoupling linked to conservation programs are Oregon, New

Jersey, Missouri and Utah. Mr. Miller also noted that Colorado, Indiana, Ohio, and

Washington each adopted at least partial decoupling sometimes on a pilot or test basis. He

also notes that a few states, including North Dakota and Georgia, have allowed full

decoupling in the font of SFV rate designs (Miller, page 6).

Q, Do you agree that there is broad support for full Revenue Decoupling?

7

8

9

10

11

12

13

14

No. First, while is it true that NARUC endorses the idea that State Commissions should

15

16

17

18

19

20

review and consider decoupling, NARUC has also advised caution. In its September 2007

FAQ sheet on decoupling NARUC states that "Decoupling is a substantial departure from

traditional rate-making, and may be new to States and utilities. Therefore it makes sense

to approach implementation with caution, considering corrective mechanisms to ensure

that the change in structure has the intended effects and avoids harmful unintended

consequences." I have attached the FAQ sheet as Exhibit FWR-2.

21

22

23

24

25

26

A.

As to the efforts of other States, decoupling has had a varied past. States like Washington,

Maine and New York adopted decoupling and then dropped it. Maine pioneered a fully

Decoupled rate design with Central Maine Power in 1991 but faced a recession in the

early 1990s. The sudden and sharp downturn in the Maine economy reduced consumption

to a much greater degree than the utility's efficiency efforts and the recession resulted in

lower electricity sales. The Decoupling adjustment adjusted rates to reflect pre-recession
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1

2

3

4

target  revenues and the adjustments caused ra tes to go up. Rather that promoting

conservation decoupling became to be viewed as a  mechanism that  was shift ing the

economic impact of the recession from the utility to consumers. By 1993, deferrals

accumulated to such a high level that the Maine Commission and the utility agreed to end

5 the experiment.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

In 1995, the Washington Utilities and Transportation Commission ("UTC") decided to

terminate its experimental periodic rate adjustment mechanism ("PRAM") for  Puget

Sound Power & Light,  Co.  The mechanism was designed to remove disincentives to

conservation by decoupling revenues from sales levels and allowing dollar-for-dollar

recovery of resource-acquisition costs. The UTC found that in the 5 years of experience

with the PRAM, there were increases in rates in every year and the increases resulted from

an extraordinary combination of events: l) the addition of new power sources, 2) extended

drought conditions in the Columbia basin, 3) warmer than average winters, and (4) Puget's

init ia t ion of an aggressive conservat ion program. Under  the PRAM's  "awkward

marriage," the rate impacts of the resource-cost adjustment overwhelmed the rate impacts

of the decoupling adjustment, making a fair comparison of decoupling with traditional

ratemaking difficult. The UTC added that neither feature provided a clear incentive for

the company to manage its acquisition of supply- and demand-side resources at least cost,

and that  the PRAM shifted some degree of r isk from the company to its customers.

Washington Utilities and Transportation Commission v. Puget Sound Power & Light Co.,

Docket No. UE-950618, Sept. 21, 1995 (Wash.U.T.C.).

23
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1 Q- Does rejection of full or partial Revenue Decoupling mean that you do not support

2 energy conservation?

3 No, but I share the concerns that the Commission had in SWG's last rate case. First, the

4

5

6

7

8 that showed that the Company needs "full Revenue Decoupling".

issue should be fully explored as part of a broader investigation of usage volatility and

margin recovery. The Commission also wanted evidence that declining customer usage

would continue, to what level and whether conservation efforts are the cause. No

evidence on either of these issues was presented in this case. No evidence was provided

Other than the

9

10

11

12

13

14

15

16

administrative ease of implementing decoupling on a revenue per customer basis, I see no

link between weather normalization and energy conservation. And as I noted above, it

appears that what the Company really wants is protection from the weather. When one

looks at the options for partial decoupling, one must have evidence of what the monetary

losses are that are attributable to energy conservation efforts. No substantive evidence has

been presented here. Nor has any evidence been provided as to whether most of the

potential losses could be eliminated by just adopting simple rate design changes such a

increasing the customer charge.

17

18

19

One last reason for rejecting the Company's proposal is lack of stakeholder support. In

Decision No 68487 the Commission directed the Company to coordinate its efforts with

20 all affected stakeholders.

21

Company witness Corydon testified that in developing its

proposal the Company considered the Commission's concerns and the opinions expressed

22 at the rate design collaborative (Corydon, page 4) .

23

24

25

26

A.

Considering concerns and opinions is not the same as building a broad-based proposal that

could be supported by all affected stakeholders. The Company needs to recognize that

decoupling is a substantial departure from traditional rate making and any change will
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1

2

3

4

require a true showing of need, rate impacts, customer education, and broad based support.

The Company has not shown that it has even done that. On July 26, 2007 the Residential

Utility Consumer Office ("RUCO") filed comments on the outcome of the collaborative.

As noted in the RUCO comments "No consensus was ultimately reached between the

parties on these more relevant topics. However, the meetings proved useful in that the

parties were able to identify weather as the true cause of SWG's inability to recover at

approved levels, and the conservation efforts are of relatively little significance to the

under-recovery phenomenon." (Docket No. G-0155lA-04-0876, July 26, 2007 tiling).

5

6

7

8

9

10

11

12

13

14

Another factor that came out of the collaborative is the fact that SWG's losses in margin

recovery due to energy conservation are relatively small in proportion to the impacts of

other factors, such as weather. Over three years SWG has under recovered its margin by

$22.5 million. Of this amount, $4.5 million, or approximately 20 percent was due to

conservation, and $18.1 million, or 80 percent, was attributable to weather (Ibid). This is

logical given the gas usage by ratepayers in southern Arizona. With relatively low per-

customer total usage, the losses from conservation will also likely be small.

15

16

17

18

19

20

21

The Company should not be permitted to ignore the outcome of the collaborative process

in this rate case. If they actually had a case to make, they should have presented it to

stakeholders and gotten their support. The Company has failed in its burden of proof that

decoupling is necessary or will work to achieve the goal of promoting energy efficiency.

22

23

24

SUMMARY OF RECOMMENDATIONS

Q. Could you please summarize your testimony?

25

26

A. T he Company has  three ma ins  r easons  for  propos ing a  fu ll  Revenue Decoupling

Mechanism: 1) it removes an obstacle to promoting energy conservation 2) it is fair to the
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1

2

utility, its shareholders and its customers and 3) it will reduce the frequency of rate cases.

None of the Company's reasons are persuasive and the Company has failed its burden of

3 proof. There has been no showing in this case that the lack of Revenue Decoupling is a

4

5

6

7

8

9

10

11

major obstacle to the promotion of energy efficiency. There has also been no showing

that Revenue Decoupling is fair to customers. Finally, the argument that the Company

will be able to reduce the frequency of rate cases is unpersuasive. The Company last

raised rates in April 2006 by just under $50 million per year. In this case the Company is

asking to increase ra te by another  $50 million with the single la rgest  factor  being

identified as the cost of capital - over $20 million. Any effect of decrease margin due to

energy conservation is dwarfed by other  factors impacting the Company's financial

position.

12

13 Q. Does this conclude your Direct Testimony?

14 A. Yes it does.
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B.S., Chemical Engineering -- Clarkson University, Potsdam, New York (1981)

Certificate in Regulatory Economics -- State University of New York at Albany (1990)

1998-Present Principal, Hudson River Energy Group, Albany, NY - Provide research, technical evaluation,
due diligence, reporting, and expert witness testimony on electric, steam, gas and water utilities. Provide
expertise in electric supply planning, economics, regulation, wholesale supply and industry restructuring
issues. Perfonn analysis of rate adequacy, rate unbundling, cost-of-service studies, rate design, rate
structure and multi-year rate agreements. Perform depreciation studies, conservation studies and proposes
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1997-1998 Manager Energy Planning, Louis Berger & Associates, Albany,NY - Advised clients on rate
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dealing with complexities of deregulation and restructuring, including OATT pricing, resource adequacy,
asset valuation in divestiture auctions, transmission planning policies and power supply.
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Department of Public Service in the Rates and System Planning Sections of the Power Division and in the
Rates Section of the Gas and Water Division. Responsibilities included the analysis of rates, rate design
and tariffs of electric, gas, water and steam utilities in the State and performing embedded and marginal
cost of service studies. Before leaving the Commission, was responsible for directing all engineering staff
during 1naj or rate proceedings.

Electric power restructuring, wholesale and retail wheeling rates, analysis of load pockets and market power,

divestiture, generation planning, power supply agreements and expert witness testimony, retail access, cost of

service studies, rate unbundling, rate design and depreciation studies. Wholesale power system modeling with GE-

MAPS.
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Wholesale Commodity Markets

Transmission Expansion Planning - Various Utilities -- Member of Transmission Expansion Advisory Committee
in the New England Power Pool - the Committee is charged with the shiny of transmission expansion needs in the
deregulated New England electric market. Ongoing

Locational Based Pricing- Reading Municipal Light Department -- Using GE multi-area production simulation
model (MAPS), analyzed New England wholesale power market to cost differences between various generators and
load centers. 2003

Merchant Plant Analysis - CorNidential client - Using GE multi-area production simulation model (MAPS),
analyzed New York City wholesale power market to determine economics of restnlcturing PURPA era contract to
market priced contract. 2002
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Market Price Forecasting - EL Paso Merchant Energy .- Analyzed New England power market using MAPS for
purpose of pricing natural gas supply in order to ensure that plant was dispatched at 70% capacity factor as required
under its gas supply contract. 2002

Market Price Analysis - Novo Windpower - Analyzed hourly market price data in New York for each load zone in
State in order to optimize location of new wind power projects. 2002

Gas Aggregation - Village of Ilion - Advised client on costs/benefits of aggregating residential gas customers for
purpose of gas purchasing. 2002

Gas Procurement - Albany County, New York -- Assisted client in analysis of economics of existing gas purchase
contract, negotiated termination of contract, designing request for proposal for new natural gas supply. 2000

HQ Prudence Review - Selected by Vermont Public Service Board to perform prudence review power supply
contract between Hydro Quebec and Central Vermont Public Service Corporation. 1998

Wholesale Power Supply - Prepared comprehensive RFP to optimize power supply for Solvay municipal utility by
complementing existing low cost power supplies in order to entice new industrial load to locate within Village.
1997

Analysis of Load Pockets and Market Power - Performed analysis of load pockets and market power in New
York State; determined physical and financial measures that could mitigate market power. 1996

Study of APP Contracts and Impacts in New York Performed study to determine rate impacts of power purchase
contracts entered into by investor owned utilities and independent power producers (ImPs), separately measured rate
impacts resulting from statewide excess-capacity; detennined level of non-optimal reserves for each utility. 1995

Power Purchase Contract Policies and Procedures - Directed NYSPSC Staff teams in formulation of short- and
long-mn avoided cost estimates (LRACs) using production simulation model (PROMOD), forecasted load and
capacity requirements, developed utility buy-back rates, presented expert witness testimony on buy-back rate
estimates and calculation methodologies, thereby implementing curtailment of ImPs as allowed under PURPA.
1990-1994

Integrated Resource Planning - Led NYSPSC Staff team's examination of each utility's IP process and
examination of impacts of processes and regulatory policies influencing the decision making process. 1994

Intrastate Wheeling Commission Transmission Analysis and Assessment .- Chairman of NYSPSC Proceeding to
examine plans for meeting filature electricity needs in New York State. Addressed measures for estimating and
allocating costs of wheeling, including embedded cost, short-run marginal cost and long run incremental cost
methods. 1990

Rate Setting

Economic Development Rate - Massena Electric Department - For municipal electric utility, developed tariffs for
economic development rates for new or expanded load.

Rate Case Cost of Service Study -- Village of Hamilton, NY .- For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004

Rate Study - Pascoag Utility District - Reviewed the application of the Power Authority of the State of New York
to increase rates to its wholesale power customers. 2003

Rate Study - Kennebunk Power and Light Department - Performed rate study of new multi-year wholesale power
contract against existing rates to determine impact on overall revenue recovery and cash flows of utility. 2003
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Rate Case Cost of Service Study - Village of Arcade, NY .- For small municipal electric utility, assisted in the
preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study - Village of Philadelphia, NY -- For small municipal electric utility, assisted in
the preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study ,- Village of Hamilton, NY - For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004

Rate Case Cost of Service Study - Fillmore Gas Company - For small natural gas local distribution company,
performing cost of service study for internal budget controls and fontal rate case before the New York Public
Service Commission. 2003

Rate Case Cost of Service Study - Rowlands Hollow Water Works - For small water company, performing cost of
service study for internal budget controls and formal rate case before the New York Public Service Commission.
2003

Standby Rates -. Independent Power Producers of New York -- Analyzed reasonableness of proposed standby rates
of Niagara Mohawk Power Corporation, proposed alternate rate designs, participated in settlement negotiations for
new rates. 2002

Economic Development Rates - Pascoag Utility District -. Designed new cost based economic development rates
charged to large industrial customer contemplating locating within the municipality. 2002

Municipalization Study - Kennebunk Power and Light Department - Performed economic analysis of municipal
utility serving remaining portions of Village not already served, performed valuation of the plant currently owned by
Central Maine Power. 2001

Water Rate Study - Pascoag Utility District -- Performed cost of service study for water utility; presented alternate
methods of funding revenue requirement. 2001

Pole Attachment Rates - Middleborough Gas and Electric Department - Designed cost based pole attaclnnent rates
charged to CATV customers. 2000

ISO Service Tariff -- On behalf of three municipal utilities, analyzed cost basis and proposed rate design of ISO
Service Tariffs. 2000

Pole Attachment Rates - City of Farmington, New Mexico municipal electric department - Designed cost based
pole attachment rates for CATV customers. 1999

OATT Rates - On behalf of four municipal utilities in New England - Developed cost based annual revenue
requirements for regional network transmission rates, represent utilities before ISO New England committees on
transmission rate setting issues. 1998-2004

Consolidated Edison Restructuring - Member NYPSC Staff team - Negotiated major restructuring settlement
with Consolidated Edison, which decreased utility's rates by $700 million over five years, implemented retail access
program, performed rate unbundling, divestiture of utility generation and the allowance of the formation of a
holding company; accelerated depreciation of generation, established customer education programs on restructuring,
established service quality and service reliability incentive to ensure that provision of electric service will diminish
as competitive market emerges. The agreement served as the template for restructuring in New York. 1997

Cost-of-service Review and Rate Unbundling - Performed rate unbundling of retail rates of Orange & Rocldand
Utilities, Inc. to facilitate delivery of New York Power Authority energy to customer located in Orange &
Rockland's service territory. 1992
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Vintage Year Salvage and Study - Managed joint study of staff from Rochester Gas and Electric Corporation and
NYSPSC to determine feasibility of using vintage year salvage accounting for determining future salvage rates.
1985

Environmental Issues

Energy Conservation Study - Pascoag Utility District - Designed energy conservation rebate program based on
cost benefit study of various alternatives. Program funded through State mandated collection of energy
conservation monies from ratepayers. 2002

Clean Air Act Lawsuit- New York State Attorney General - Investigated modifications made at coal fired
generating units of New York utilities to determine whether major modifications were made with obtaining pre-
construction permits as required by the prevention of Significant Deterioration (PSD) provisions of the Act. 1999-
2002.

Environmental Impact Study and Simulation Modeling Analysis - Analyzed potential environmental impacts of
restructuring electric industry in NY using production simulation model PROMOD. 1996

Renewable Resources._ Project Leader in NYSPSC proceeding regarding development and implementation of
utility plans to promote use of renewable resources. 1995

Environmental and Economic Impacts Study - Directed sandy of pool-wide power plant dispatch with
environmental adders to determine environmental and economic effects of dispatching electric power plants with
monetized environmental adders. 1994

Clean Air Impact Study,- Directed study of effects of the Clean Air Act of 1990. Measured statewide cost savings
if catalytic reduction control facilities were elected to comply with 1990 Clean Air Act Amendments; installed
components on units in metropolitan NY region. 1994

Environmental Externalities and Socioeconomic Impacts Study - Managed NYSPSC proceeding to determine
whether to incorporate environmental costs into Long-Run Avoided Costs for the State's electric utilities. Study
proposes: explore the socioeconomic impacts of electric production as compared with DSM, monetize
environmental impacts of electricity. 1993

Case 07-M-0906 -- Energy East and Iberdola - On behalf of Nucor Steel, Aubuni, Inc. examined the reasonableness
of the proposed Acquisition of Energy East Corporation by Iberdrola merger. 2008

Case 07-E-0523 - Consolidated Edison - Electric Rates -- On behalf of County of Westchester testified to the
reasonableness of the Company's proposal to increase retail electric rates by over $1.2 billion or 33%. 2007

Docket Nos. ER07-459-002, ER07-513-002, and EL07-11-002 - Vermont Transco -- on behalf of the Vermont
Towns of Stowe and Hardwick, and the Villages of Hyde Park, Johnson and Morrisville on whether the direct
assignment and rate impacts of a proposed transmission line were with current policy of the Federal Energy
Regulatory Coirnnission 2007

Docket No. 07-05-19 - Aquarion Water Company - On behalf of the Connecticut Department of Utility Control
examined the reasonableness of the utility's proposed revenue allocation, rate design, weather normalization and
depreciation rates 2007

Docket No. E-04204A-06-0783 - UNS Electric - On behalf of die Arizona Corporation Commission testified on the
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reasonableness of the utility's proposed revenue allocation and rate design. 2007

Docket Nos. 06-11022 and06-11023 - Nevada Power Company - On behalf of the Staff of the Nevada Public
Utilities Commission testified on die reasonableness of the utility's proposed depreciation rates and expense levels.
2007

Case 06-G-1186 - KeySpan Delivery Long Island - on behalf of the Counties of Nassau and Suffolk analyzed the
Company's proposed rate design and its for amortization of costs for expenditures relating to Manufactured Gas
Plants. 2007

Case 06-M-0878 - National Grid and KeySpan Corporation -- on behalf of the Counties of Nassau and Suffolk
analyzed the public benefit of the proposed merger, customer service, demand side management programs, rate
relief as it relates to competition and customer choice, the repowering of the existing generating stations on Long
Island, and the remediation of contamination caused by Manufactured Gas Plants. 2007

Docket No. EL07-11-000 - Vermont Transco -- on behalf of the Vermont Towns of Stowe and Hardwick, and the
Villages of Hyde Park, Johnson and Mon'isville evaluated whether the proposed and subsequently abandoned
allocation of costs for the Lamoille County Project was reasonable and whether the direct assignment and rate
impacts of a proposed transmission line were with current policy of the Federal Energy Regulatory Commission.
2006

Case 05-S-1376 - Consolidated Edison - Steam Rates -- On behalf of County of Westchester testified to the
reasonableness of the method of allocating costs between the utility's steam system and its electric system. 2006

Docket No. 06-48-000 ,- Braintree Electric Light Department - On behalf of the municipal utility presented an cost
of service study used to calculate the annual revenue requirement for a generating station Mat was deemed to be
required for reliability purposes. 2006

Case 05-E-1222 .- New York State Electric and Gas Corporation - On behalf ofNucor Steel, Auburn, Inc. examined
the reasonableness of the utility's proposed average service lives, forecast net salvage figures, and proposal to
switch from whole life to remaining life method. 2006

Docket No. 05-10004 - Sierra Pacific Power Company - On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed electric depreciation rates and expense levels.
2006

Docket No. 05-10006 - Sierra Pacific Power Company - On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed gas depreciation rates and expense levels. 2006

Docket No. ER06-17-000 - ISO New England, Inc. - On behalf of a group of municipal utilities in Massachusetts
prepared an affidavit on the reasonableness of proposed changes to the Regional Network Service transmission
revenue requirements rate setting formula. 2005

Case 04-E-0572 - Consolidated Edison - Electric Rate - On behalf of the County of Westchester testified to the
reasonableness of the Company's revenue allocation amongst service classes and the company's fully allocated
embedded cost of service study. 2004

Docket No. 04-02-14 - Aquarion Water Company - On behalf of the Connecticut Department of Utility Control
examined the reasonableness of the utility's proposed depreciation rates, weather normalization proposal and certain
operation and maintenance expense forecasts, 2004

Docket No. U-13691 .- Detroit Thermal, LLC - On behalf of the Henry Ford Health Systems testified on the
reasonableness of the utility's proposed default tariffs for steam service. 2004

Docket No. 04-3011 .- Southwest Gas Corporation -- On behalf of the Staff of the Nevada Public Utilities
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Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels. 2004

Docket No. ER03-563-030 -- Devon Power, LLC, et al. - On behalf of the Wellesley Municipal Light Plant filed a
prepared affidavit with FERC with respect the proposal of ISO New England, Inc. to establish a locational Installed
Capability market in New England.

Docket No. 03-10002 - Nevada Power Company - On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility's proposed depreciation rates and expense levels. 2004

Case 03-E-0765 .- Rochester Gas and Electric Corporation - Before the New York Public Service Cormnission
submitted testimony on rate design, rate unbundling, depreciation, commodity supply and reasonableness and
ratemaking treatment of proceeds from the sale of a nuclear generating plant. 2003

New York Stare Department  of Taxat ion and Finance Versus Brooklyn Navy Yard Cogenerat ion Partners -
Testified on behalf of independent power producer in income tax case regarding tax payments associated with gas
used to produce electricity. Testimony focused on rateinaldng policies and practices in New York State. 2003

Docket No. 2930 - Narragansett Electric - Before the Rhode Island Public Utilities Commission submitted
testimony on the reasonableness of the utility's proposed shared savings filing and its implications for the overall
reasonableness of the Company's distribution rates. 2003

Docket No. 03-07-01 - Connecticut Light and Power Company - Before the Connecticut Department of Public
Utility Control testified to the recovery of "federally mandated" wholesale power costs. 2003

Docket No. ER03-1274-000 - Boston Edison Company .- Before the Federal Energy Regulatory Commission
submitted affidavit on the reasonableness of the utility's proposed depreciation rates and expense levels. 2003

Case 210293 .- Coming Incorporated - Before the New York Public Service Commission submitted an affidavit on
certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in New York
and the utility's billing practices as they relate to flex rate contracts. 2003

Case 332311 - Nucor Steel Auburn, Inc. -. Before the New York State Public Service Commission submitted an
affidavit on certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in
New York and the utility's billing practices as they relate to flex rate contracts. 2003

Case 6455/03 .- Prepared affidavit for consideration by the Supreme Court of the State of New York as to the
purpose, need and fuel choice for the Jamaica Bay Energy Center (Jamaica Bay) as it related to good utility planning
practice for meeting the energy needs of utility customers. 2003

Case 00-M-0504 .- New York State Electric and Gas Corporation - Reviewed reasonableness of utility's fully
allocated embedded cost of service study and proposed unbundled delivery rates. 2002

Docket No. TX96-4-001 -- On behalf of the Suffolk County Electrical Agency proposed unbundled embedded cost
rates for wheeling of wholesale power across distribution facilities. 2002

Case 00-E-1208 .- Consolidated Edison: Electric Rate Restructuring - On behalf of Westchester County, addressed
reasonableness of having differentiated delivery services rates for New York City and Westchester. 200 l

Case 0l-E-0359 - Petition of New York State Electric & Gas - Multi-Year Electric Price Protection Plan -
Addressed reasonableness of Price Protection Plan (PPP), presented alternative rate plan that called for 20%
decrease in utility's base rates. 200 l

Case 01-E-0011 - Joint Petition of Co-Owners of Nine Mile Nuclear Station .- Addressed the reasonableness of the
proposed nuclear asset sale and the raternaking treatment of the after gain sale proposed by NYSEG. 2001
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Docket No. EL00-62-005 ... ISO New England Inc. - Submitted affidavit on reasonableness of ISO's proposed
$4.75/kW/month Installed Capability Deficiency Charge. June 2001

Docket No. EL00-62-005 -- ISO New England Inc..- Submitted affidavit on reasonableness of proposed
$0. 17/kW/month Installed Capability Deficiency Charge. January 2001

Docket No. 2861 .- Pascoag Fire District: Standard Offer, Charge, Transition Charge and Transmission Charge -
Testified on elements of individual charges, procedures for calculation and reasons for changes from previous filed
rates. 2001

Case 96-E-0891 .-- New York State Electric & Gas: Retail Access Credit Phase - On behalf of a large industrial
customer, testified on cost of service considerations regarding NYSEG's earnings performance under the terms of a
multi-year rate plan and the appropriate level of Retail Access Credit for customers seeking alternate service from
alternate suppliers. 2000

Docket No. ER99-978-000 .- Boston Edison Company: Open Access Transmission Tariff - Testified on design,
revenue requirement, and reasonableness of proposed formula rates proposed by Boston Edison Company for
calculating charges for local network transmission service under open access tariff 1999

Docket Nos. OA97-237-000, et. al. - New England Power Pool: OATT ..-. Testified on design, revenue requirement,
and reasonableness of proposed formula rate for transmission service, testified to proposed rates, charges, terms and
conditions for ancillary services. 1999

Docket No. 2688 .- Pascoag Fire District: Electric Rates - Testified on elements of savings resulting from
renegotiation of contract with wholesale power supplier and presented analysis that justified need for and amount of
base rate increase. 1998

New York State Department of Taxation and Finance Versus Zap co Energy Tactics Corporation - Testified on
behalf of independent power producer in income tax case regarding tax payments associated with electric
interconnection equipment. Testimony focused on policies and practices faced in doing business in New York
State. 1998

Docket No. 2516 - Pascoag Fire District: Utility Restructuring - Testified on manner and means for utility's
restructuring in compliance with Rhode Island Utility Restructuring Act of 1996. Testimony presented a
methodology for calculating stranded cost charge, unbundled rates, and new terms and conditions of electric services
in deregulated environment. 1997

Case 94-E-0334 - Consolidated Edison: Electric Rates .- Led Staff team in review of utility's multi-year rate filing
seeking increased rates of $400 million. Directed team in review of resource planning, power purchase contract
administration, and fuel and purchased power expenses and testified on reasonableness of company's actions
regarding buy-out of contract with an independent power producer and renegotiation of contract with another
independent power producer. Lead negotiations for multi-year settlement and performance-based rateinaldng
package that resulted in a three-year rate freeze. 1994

Case 93-G-0996
rates, 1994

Consolidated Edison: Gas Rates - Testified on reasonableness of utility's proposed depreciation

Case 93-S-0997 - Consolidated Edison: Steam Rates - Testified on reasonableness of utility's resource planning for
steam utility system. 1994

Case 93-S-0997 and 93-G-0996 - Consolidated Edison: Steam Rates
rate plan proposed by the utility. 1994

Testified on reasonableness of multi-year

Case 94-E-0098 -- Niagara Mohawk: Electric Rates - Reviewed utility's management of its portfolio of power
purchase contracts with independent power producers for the reasonableness of recovery of costs in retail rates.

Page 7 of 9



1994

Case 93-E-0807 - Consolidated Edison: Electric Rates - Testified on rate recovery mechanism for costs associated
with termination of five contracts with independent power producers. 1993

Case 92-E-0814 - Petition for Approval of Curtailment Procedures - Testified on methodology for estimating
amount of power required to be curtailed and staffs estimate of curtailment. 1992

Case 90-S-0938 -.- Consolidated Edison: Steam Rates - Testified on reasonableness of utility's embedded cost of
service study, and proposed revenue re-allocation and rate design. 1991

Case 91-E-0462 -- Consolidated Edison: Electric Rates - Implementation of partial pass-through fuel adjustment
incentive clause. 199 l

Case 90-E-0647 - Rochester Gas and Electric: Electric Rates .- Analysis and estimation of monthly fuel and
purchased power costs for use in utility's performance based partial pass-through fuel adjustment clause. 1990

Case 29433 - Central Hudson Gas and Electric: Electric Rates - Analysis of utility's construction budgeting
process, rate year electric plant in service forecast, lease revenue forecast, forecast and rate treatment of profits from
sales of wholesale power and estimation of fuel and purchased power expenses for use in the utility's partial pass-
through fuel adjustment clause. 1987

Case 29674 - Rochester Gas and Electric: Electric Rates - Review of utility's historic and forecast O&M
expenditure levels forecast and rate treatment of profits from wholesale power, and estimation of fuel and purchased
power expenses, and price out of incremental revenues from increased retail sales. 1987

Case 29195 -- Central Hudson Gas and Electric: Electric Rates - Review of utility's construction budgeting process,
analysis of rate year electric plant in service, forecast and rate treatment of profits from sales of wholesale power,
and estimation of fuel and purchased power expenses. 1986

Case 29046 - Orange and Rockland Utilities: Electric Rates -- Testified on the reasonableness of the utility's
proposed depreciation rates and expense levels. 1985

Case 28313 - Central Hudson Gas and Electric: Electric Rates - Review of utility's construction budgeting process,
analysis of rate year electric plant in service forecast, review of rate year operations and maintenance expense
forecast, forecast and rate treatment ofproiits from sales of wholesale power, estimation of fuel and purchased
power expenses. 1984

Case 28316 - Rochester Gas and Electric: Steam Rates .- Price out of steam sales including the review of historic
sales growth, usage patterns and forecast number of customers. 1984

Multiple Interveners Annual Conference -- What Will Impact Market Prices? 1998, Syracuse, New York - Speaker
on the impact that deregulation would have on market prices for large industrial customers .

IBC Conference - SuccessfUl Strategies for Negotiating Purchased Power Contracts, 1997, Washington, DC -
Speaker on NY power purchase contract policies, ratepayer valuation, contract approval process and policy on
recovery of buyout costs.

Gas Daily Conference - Fueling the Future: Gas' Role in Private Power Projects, 1992, Houston, Texas - Panel
member addressing changing power supply requirements of electric utilities.
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Introduction

State Public Utility Commissions around the country are expressing increasing interest in energy efficiency
as an energy resource. However, traditional regulation may lead to unintended disincentives for the utility
promotion of end-use efficiency because revenues are directly tied to the throughput of elecmCity and gas
sold. To counter this "throughput disincentive," a number of States are considering alternative approaches
intended to align their utilities' financial interests with the delivery of cost-effective energy efficiency
programs. "Decoupling" is a term more are hearing as a mechanism that may remove throughput
disincentives for utilities to promote energy efficiency without adversely affecting their revenues.

In its July 14, 2004, resolution supporting efficiency for gas and electric utilities, the National Association of
Regulatory Utility Commissioners (NARUC) resolved "to address regulatory incentives to address inefficient
use of gas and electricity" (NARUC, 2004). In doing so, NARUC found that regulators are confronted with
questions about what ratemaking mechanisms would be most effective in achieving commission objectives,
satisfying the needs of utilities, and providing the greatest benefit to ratepayers. Decoupling represents a
departure Hom common regulatory practice, and States that are considering decoupling should approach this
with appropriate care. For States consider ing decoupl ing,  this paper is intended to provide an
introduction and answer some of the most frequently asked questions, and to help determine if and
how decoupling might be used.

l. What is decoupling? In the electricity and gas sectors, "decoupling" (or "revenue decoupling") is a
generic term for a rate adjustment mechanism that separates (decouples) an electric or gas utility's fixed
cost recovery from the amount of electricity or gas it sells. Under decoupling, utilities collect revenues
based on the regulatory determined revenue requirement, most often on a per customer basis. On a periodic
basis revenues are "tiled-up" to the predetermined revenue requirement using an automatic rate adjustment.

The result is that the actual utility revenues should more closely track its projected revenue
requirements, and should not increase or decrease with changes in sales. Since utilities will be protected
if their sales decline because of efficiency, proponents of decoupling contend that they are more likely to
invest in this resource, or may be less likely to resist deployment of otherwise economically beneficial
efficiency Decoupling is also being explored in the water utility sector, though this paper focuses on the
electricity and natural gas sectors.

2. How does decoupling work? Decoupling begins with the same rate case process as current
regulatory models use, so it is useful to review traditional ratemaking to understand how decoupling works.

How are rates are set under traditional regulation' With traditional regulation, the rates utilities can
charge are determined in arate case, using the "cost of service" theory of regulation Rates are set at a

1 For our purposes "fixed costs" are those costs incurred to render service, which remain relatively constant
between rate cases. These typically include investment costs, including interest on debt and return on equity, and
unavoidable maintenance costs for power plants, transmission lines, gas pipelines, and other infrastructure, as well
as employee payroll. Variable costs are those which vary with the level of electric or gas output and include fuel
expenses, purchased power, and costs that vary broadly from month to month and are not included in decoupling
mechanisms. These are often addressed through fuel or other adjustment clauses under existing regulatory
practice.

2 Decoupling advocates note that it removes a financial disincentive to energy efficiency, but may not create an
incentive. Some decoupling advocates also argue that decoupling can help remove barriers to the integration of
demand response and distributed resources.

3 Why are utilities prices set by regulation and based on their cost of service? Electricity and natural gas are
considered to be essential services, and it is in the interest of society to ensure that the businesses that provide
these services can pay for the costs of their operations and capital. Because these services are provided by

This research document is presented for consideration by the membership of the National Association of Regulatory Utility
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level sufficient to allow the utility to recover costs incurred in providing service to its customers based on the
operating experience of a typical 12 month period (referred to as a "test year"). Test year expenses include
the commission-determined or -allowed rate of return on investments. The utility's revenue requirement is
determined by adding the total of these expenses and the allowed return on investment. The revenue
requirement is divided by the amount of sales in the test year to derive throughput based rates. In a rate case,
test-year sales and operating costs are typically adjusted to reflect "normal" weather. This can be based on a
model of future years, or it can be based on past years: test years based on forecasted experience are known
as future test years, while test years based on prior financial performance are referred as historical test years.
Regardless of the type of test year used, the resulting prices are what customers pay per unit of electricity or
gas that they use until rates are reset with next rate case.

How does tradit ional rate regulat ion create a throughput incent ive? While prices are based on test
year information, after a rate case actual sales will almost always differ because the exact patters of
customer use are complex to predict: weather, changes in the economy, demographic shifts, new end-use
technologies, additions or reductions in the number of customers, and many other factors can affect actual
sales. As a result, it is highly likely that the utility will sell more or less electricity or gas than had been
assumed for the test year during the rate case. However, fixed costs are likely to be predictable. In the
energy sector, the cost of service tends to have a large component of fixed costs associated with investments
like power plants, gas pipelines, and electric transmission lines. This makes it difficult, but not impossible,
for the utility to increase profits by cutting costs. Revenues are much easier to increase, which means that
utilities have a strong incentive to increase revenues by increasing sales. For existing customers, sales
growth may not require a great deal of new infrastructure and in these cases, the utility's fixed costs would
not go up with increased sales. In these cases, increases in sales volumes translate into increased revenues
which in tum directly lead into increased profits. In fact, some observers have noted that because of the
link between profits and sales, a 1% increase in sales might lead to a 5% increase in profits (wi th
corresponding decreases in profits when efficiency reduces sales) (Han*ington, 2007, 1994). Because the
utility makes more money and profit by selling more electricity or gas, this structure could theoretically
create a significant disincentive for utilities to encourage their customers to lower consumption through
energy efficiency.

3. How is decoupling different? Decoupling does not change the traditional rate case procedure but,
in its simplest form, adds an automatic "true-up" mechanism that adjusts rates between rate cases based upon
the over- or under-recovery of target revenues. As in the traditional rate case, a rate is set by determining the
revenue requirement and dividing it by expected sales. Then, on a regular basis, prices are re-computed to

monopoly utilities, customers could be vulnerable to price exploitation. As a result, for over a century, prices
have been regulated by State PUCs to recover the utilities' costs, while utilities have assumed an obligation to
provide service to the public.

4 What about variable costs? Even though utilities' fixed costs are high, they also see fluctuations in variable
items such as purchased power and the cost of fuels like coal or natural gas. These items are, in part, covered in
the rate set in a rate case, but unexpected costs are also covered through surcharges that are temporary in nature
and do not involve going through a whole rate case. Fuel Adjustment Clauses are an important variable cost that
is passed through directly to customers in most states. Decoupling is not applied to these variable components.

5 For new customers, infrastructure costs may reflect regional patterns. In some regions of the country, adding
new customers may require high additional infrastructure costs: connecting a building full of new gas customers in
the urban areas of the Northeast may require a short new addition of pipe in an area with an existing distribution
system. In other areas, adding new customers means adding costly new infrastructure, such as building long
system additions to provide new gas service to rapidly-growing areas of the Southwest.

6 In decoupling's simplest form, prices are adjusted to maintain a constant target revenue, however, in most
applications of decoupling the target revenue is adjusted for changes in the customer base so that the revenue
target varies with the number of customers, but not on the basis of how much electricity or gas the utility sells.
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4. W'hat is the relationship between decoupling and incentives for energy efficiency?
If utilities are required to promote energy efficiency programs, their revenues may be affected through a
variety of mechanisms. Commissions can address these new costs by providing program cost recovery and
shareholder incentives, as well as by addressing the throughput issue.

A great deal has been written about incentives for energy efficiency, which is a related but different
discussion. While it can remove disincentives for utilities to promote efficiency, decoupling is not
designed to create an incentive for energy efficiency. Furthermore, as discussed above, there are other
methods that remove the throughput disincentive, although revenue decoupling may best balance the removal
of utility disincentives to energy efficiency while preserving customer incentives to deploy energy efficiency.

Some decoupl ing pr oponents have ar gued that r emoving disincentives is not enough. They  contend that
the cos t  o f  e f f i c iency  programs  should be inc luded as  par t  o f  t he cos t  o f  serv ice.  Moreover ,  in  order  t o  make
ef f i c i enc y  i nv es t ment s  pro f i t ab le  when c ompared t o  odder  pos s ib le  i nv es t ment s  t ha t  t he  u t i l i t y  c ou ld  mak e,
such as  power p lants  or  t ransmiss ion,  per formance incent ives  for  ef f i c iency  would reward ut i l i t i es  that  inves t
i n  s u c c e s s f u l  p r o g r a m s  b y  a l l o w i n g  t h e m  t o  e a r n  a n  e q u i v a l e n t  r a t e  o f  r e t u r n  o n  t h o s e  i n v e s t m e n t s .
Con ver se l y ,  som e ar g u e  th a t  i n cen t i ves  a l on e ,  w i th ou t  d ecou p l i n g ,  a r e  a  b e t te r  ap p r oach  to d r i v i n g
ener gy eff iciency. They  note that  many  ut i l i t i es  are doing l i t t le  to  promote addi t ional  sa les  of  e lec t r i c i t y  and
t he  i nc reas es  are  c us t omer-dr i v en .  Fur t hermore ,  s ome who hav e i nv es t i ga t ed  dec oup l i ng no t e  t ha t  i n  many
c a s e s  u t i l i t y  s p e n d i n g o n  e f f i c i e n c y  i s  a l r e a d y  e f f e c t i v e ,  c o s t - e f f e c t i v e  a n d  we l l - m a n a ge d .  ( Co n n e c t i c u t
DP UC,  2006 ,  NA S UCA  2007  Res o l u t i on ) .  I n  add i t i on ,  l a rge  c us t om ers  hav e  a rgued  t ha t  t hey  m ay  a l ready
pos s es s  t he  means  and  i nc en t i v es  t o  enac t  energy  e f f i c i enc y  meas ures ,  and  t ha t  dec oup l i ng does  l i t t l e  t o
c reate new oppor tun i t i es  f or  e f f i c iency  in  t hese markets  (ELCON 2006) .

7 The target revenue can be the same as that used in the last rate case, or it too can be adjusted over time by
increasing or decreasing the average revenue per customer value. More information on alternatives to the Per-
Customer method is included later in the FAQ.
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Finally, some argue that utilities are not the best providers of energy efficiency. In this argument,
utilities are organizations designed to deliver kilowatt hours and terms to their customers, and are ill-suited
to champion products that "Ansell" electricity or gas. Arguments have been made that taking utilities out of
the efficiency businesses and having that function played by a State, quasi-State, or private sector entity is a
preferable alternative to removing disincentives to their promoting efficiency (ELCON, 2006). In fact,
numerous examples exist of successful efficiency programs being delivered by non-utility providers.
However, some make the case that if utilities are required to examine efficiency as a resource comparable to
supply (generation) and delivery (transmission) resources, this may create a perverse tension between the
utility's least-cost resource planning processes and the financial interest of its shareholders (Costello, 2006)
In situations where the utility is recast as a provider of energy services,rather than a strict provider of
ldlowatt hours or terms, decoupling may help remove this tension (Costello 2006, NAPEE, 2006).

Some proponents of decoupling also note that even if a the utility is taken out of the efficiency business and
that function is played by a State, quasi-State, or the private sector, the problem of the effect of decreased
sales on utility revenues due to energy efficiency and the consequent decreased likelihood of the utility
receiving its authorized revenue requirement does not go away. In this argument, even if other entities are
responsible for providing energy efficiency services, the same need for decoupling still exists.

Whether decoupling will in itself result in increased efficiency is still the subject of debate. While no
major studies have been undertaken linking decoupling directly to increased efficiency activities at utilities,
anecdotally energy efficiency advocates point to strong increases in efficiency spending concurrent with
decoupling undertaken by utilities, in particular in the electricity sector, with examples such as Puget Energy
and PacifiCorp increasing activity and spending under decoupling and experiencing drop-offs in efficiency
spending when decoupling was rescinded (NRDC, 2001). However, a closer look at Consolidated Edison's
efficiency spending while using decoupling (1993-1997) tells a different story: in this time period, efficiency
spending increased by all the regulated utilities in New York, whether they used decoupling or not.
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5. Is decoupling new? What States have implemented a decoupling mechanism?
Although only a few States have adopted it, decoupling itself is not a new idea, in fact, it has been
implemented in some parts of the country for decades. California has the most experience with decoupling
having operated such a mechanism in the electricity sector from 1981 through 1996, and just recently
restarting the system in the State. Others that have implemented decoupling are detailed on the map below

ll8""ii
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State has energy efficiency program, decoupling is not
used (10 states)

State has energy eff iciency program, decoupling was
proposed but not adopted (10 states)

Ad apted  f rom D.  Dismukes,  Louis iana State Univers i t y
: 4 • i
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State has energy eff iciency program, currently
investigating decoupling (4 states & DC)

State has energy eff iciency program, decoupling has been
approved for at least one mime (9 states)

Stale has no energy eff iciency program, decoupling has been
approved for at least one utility (1 state)

Note that some of these States have recently adopted decoupling (like Idaho), others have been using it for
some time (e.g. Maryland), some have considered and rejected it (e.g. Connecticut and Arizona), some have
discontinued using it (e.g. Maine) and others have discontinued, and then returned to using decoupling (e.g
California)

6. Will decoupling raise customer bills? Because of the adjustment mechanism, some designs of
decoupling could potentially result in more frequent up-and-down changes in rates for consumers
However, by increasing Me frequency with which rates are brought into alignment with the PUC-approved
revenue requirement, the changes should be smaller, and the likelihood of a sharp hike or decline in rates
(common in traditional rate cases) may be reduced

Decoupling could create higher bills for customers who do not participate in efficiency programs
although proponents of decoupling argue that these reductions would be diluted across a wide enough
customer base to render any increases nearly unnoticeable. This may not occur, however, if decoupling is
applied to a small customer class, where the effect of conservation in rates may be more pronounced

Of special concern is the impact on low-income users, who would be least able to respond to changes in bills
Decoupling proponents note that this heightens the profile of targeted energy efficiency programs that serve
these customers, lowering their bills without impacting utility revenues

Others with concerns about decoupling comment thatunless it is designed to avoid doing so, decoupling
could create unfair transfers between customer classes. For example, if transfers between classes are
allowed, commercial and indusial customers who are ineligible to participate in residential efficiency
programs might see higher rates resulting from those programs

This research document is presented for consideration by the membership of the National Association of Regulatory Utility
Commissioners (NARUC). This document does not necessarily represent any NARUC policy nor those of any of its members
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Will rates go upfor customers who implement energy effcieney? Because they are consuming less, these
customers' bills will go down. Rates for all customers under a decoupling mechanism may increase in the
short run when efficiency reduces sales because the utilities have to cover their costs and necessary returns
on investments. In the example above, if the util ity is selling fewer kph of electricity, but its revenue
requirement remains the same, each kph will need to cover a greater share of the cost of service and will
need to be priced higher. However, any rate increases would be small, particularly when compared to
the benefits for customers engaging in conservation, and some analysis suggests the systemwide benefits
from increased efficiency may outweigh costs for all customers. Moreover, if efficiency programs cut sales
without lessening fixed costs, under traditional regulation rate calculations would reflect that in the next rate
case anyway.

Will decoupling result in rampant rate instability? In the experience of some States, such as New York,
California, and Oregon, fluctuations in rates under decoupling were less than 1% for ratepayers in most
years, and never exceeded 4%. Customers may already see significantly greater rate variability through
surcharges for fuel and purchased power. Moreover, rate variability under decoupling may depend on a
number of factors, including the program design, but also including other factors, like economic and weather
variability. These examples and issues are discussed more in the section on "Does Decoupling Transfer Risk
to Customers" section, later in the FAQ.

In theory, decoupling adjusts rates to more closely maintain the underlying relationship between prices and
revenue requirements over time. This should lessen the likelihood of large-scale "rate shocks" in the
next rate case (though this may vary based on the frequency of the reconciliation.) There are other
mechanisms that can be put into place to reduce the frequency of large rate adjustments, including using a
balancing account, applying a "Rate-Adjustment Band," or including a course-correction mechanism.
These are also discussed in more detail in the "Off-Ramps & Adjustments" section later in the FAQ.

How is decoupling dg .¢ U , _ _ V V
base and rate of return decided in a rate case. It is also worth remembering that decoupling affects revenue
only between rate cases: at the next rate case, the base rates are reset, using the mechanisms familiar to
regulators in traditional cost of service regulation. Some have argued that a uti l i ty would not need
decoupling if it regularly entered into rate cases. Decoupling proponents have replied that it is a mechanism
used to make utilities indifferent to sales as a junction of profits, and that regular rate cases remain essential
but are not the same thing. Moreover, rate cases are expensive and time consuming, and most consider it
impractical to revise base rates with the frequency proposed for adjustments under decoupling. In the
1990s, Wisconsin revised its base rates each year but discarded this approach because of the effort involved
and the less-predictable incentive structure created for utilities by the short period between rate cases.9

7.  Does decoupl i ng t ransfer  r i sk  f rom  the ut i l i t i es  to  custom ers? Ef f i c iency i s  not  the on ly
variable that can affect sales. For example, an unexpectedly hot summer can increase sales, or an economic
downturn can drive commercial customers out of business and reduce sales. Under traditional regulation,

s Rates may go up to restore the lost distribution revenue, but utility bills could also drop as cost-effective
efficiency offsets the need to purchase more expensive kilowatt-hours or terms. In this case, the utility would be
able to sell less electricity or gas with no corresponding loss of revenue, while customers would benefit by
avoiding the costs of the electricity or gas that is not needed.

9 Some commenters have raised an objection to decoupling, making the case that it violates a regulatory
principle against single-issue ratemaking. They note that decoupling focuses on efficiency and ignores other
sources of costs increases & decreases that are considered in a traditional rate case that may counterbalance
changes in rates from efficiency. Decoupling proponents argue that with normalization mechanisms, these other
factors are taken into account and that decoupling simply raises the profile of demand-side management's effect
on revenue. On a regulatory theory level, they assert that decoupling meets the requirements for a "tracker", a
ratemaking instrument designed to take into account specific issues that have effects on rates.
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risk is home by utilities (and shared with customers via rate pass-throughs) for a number of factors that can
affect sales that are beyond the utility's control. In both cases, the utility's fixed costs would remain the
same, and changes in revenues would not be related to changes in underlying costs for the utility to provide
service. Some argue that because decoupling constrains the utility's revenues to "normal weather" levels and
economic trends, theoretically the utility's business and weather risk conveyed M rates for fixed costs is
eliminated entirely. They have raised a concern that this represents a shift of risk from the utility to
customers.

One of the main reasons some Public Utility Commissions are reluctant to explore decouplingis the concern
that revenues could remain stable for utilities even if weather or business factors cause customer rates
to increase or to incur large balances in deferral accounts, illustrated by Maine's experience in the 1990's
(see box, this page.)

Proponents assert that decoupling
can use normalization
mechanisms to eliminate these
risks or assign them appropriately,
and some State experiences suggest
that decoupling may not shift any
risk to consumers. California's
Electric Rate Adjustment
Mechanism (or ERAM, which
operated between 1981 and 1996)
adjusted the target revenue based on
factors affecting the cost of service
which were beyond the utility's
control, such as inflation or weather.
A 1994 analysis of California's
program found that "the record in
California indicates that the risk-
shifting accounted for by ERAM is
small or non-existent and, in any
case, ERAM has contributed far
less to rate volatility than have
other adjustments to rates, such as
the fuel-adjustment clause." The
analysis concluded that California's
decoupling created lower risks for
consumers (that they could be faced
with unexpected bill increases) and

profit risk reductions to utilities (who could be assured of fixed cost recovery, even in the face of efficiency
improvements) (Eto et al, 1994).

The authors went further, undertaking a statistical analysis to calculate the dollar value of risk from shifts in
weather and economic activity under decoupling in a hypothetical case. Based on these estimates, the
authors concluded that with the normalization procedures used in this decoupling structure, the quantitative
risk burden transferred to consumers would be one-fifth of one percent of electricity revenues from each of
those customers -a $2 risk-shifting burden on a $1200 annual bill. (Eto et al, 1994)

Consolidated Edison in New York had a similar mechanism in place from 1993 to 1997. The rate variability
under aNs system suggests that rate impacts were minimal here as well. In 1993, a shortfall with just under
3% effect on rates was collected from customers, and rates went up. For the next four years, over-collections
occurred, and rates went down just under 1% per year. (NRDC, 2001)

This research document is presented for consideration by the membership of the National Association of Regulatory Utility
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Under some decoupling mechanisms (such as some of those implemented in the Pacific Northwest) the
revenue target can be adjusted to accommodate unexpected weather patterns. Northwest Natural Gas
in Oregon, for example, subtracts an estimated sales impact for weather from its periodic adjustment. A
more complex, but comprehensive, approach is called "statistical recoupling," in which weather, fuel costs,
economic changes, and the number of customers is modeled, and that model is used to determine the revenue
target. (Eric Hurst, 1993)

Some have raised a concern about statistical recoupling and other economic and weather normalization
methods, commenting that adding these systems makes decoupling so complicated that its
administrative and accounting burdens can outweigh its benefits, or that it can be manipulated to
allow "over-earning" by utilities. Some proponents of decoupling respond that weather and economic risk
is already shared with consumers through rates, and that the traditional rate case stricture simply delays
accounting for these costs (or revenues) until the next rate case. Moreover, weather normalization
computations of some type are universally included in the determination of the revenue requirement in each
rate case, with about half of the States allowing normalization adjustments between rate cases.

8. Will decoupling discourage utility companies from cutting their costs? No. Concerns
have been raised that to the extent that utilities become isolated from possible changes in revenues, they have
little motivation to lower their costs in order to meet their revenue requirement. However, because
decoupling affects only revenues, the utility remains at risk for any changes in costs. Decoupling
proponents argue that the rate case mechanism underlying decoupling continues to ensure that utilities strive
to control fixed costs that cannot easily be reduced to the greatest degree possible. They note that
performance indicators can also be included to identify when cost reductions have arisen from a decreased
level of service rather than from gains in efficiency.

One solution pioneered by New Jersey in its Conservation Incentive Program allows gas utilities to adjust
their rates to account for changes in consumption resulting from efficiency efforts, but the adjustment is
capped at the amount of verifiable supply cost reductions achieved by the utility. (Foxet al, 2007)

9. Can a utility increase its profitability with decoupling? Yes. with a per-customer form of
decoupling, utilities receive their revenue from customers that cover the fixed costs of service, and that cost
of service includes a rate of return that contributes to profits. In other words, instead of making more money
by selling more kilowatt hours or terms, utilities would make more money when they increase their
customer base, regardless of whether there is a corresponding increase in sales. Alternatively, if the utility
can find a way to improve its efficiency and thereby lower its cost of service without decreasing its
number of customers, it has an opportunity to improve its bottom line. Under decoupling, the primary
driver for profitability growth is the addition of new customers, especially inareas where the addition of new
customers does not carry high infrastructure addition costs. In these cases, the customers who would bring
the greatest potential profitability to a utility are those who are the most energy efficient, since they can be
added with the lowest incremental addition to the utility's cost of services.

As noted before, decoupling can reduce risk for the utility by ensuring that its revenues and return on
investment remain stable. A lower risk-profile should make the cost of capital lower for the utility".
For investors, this can be realized through an increase in the utility's debt/equity ratio, a decrease in the
return on equity, improved debt ratings and credit requirements .

10 Again, this may reflect differences between regions and sectors: where unexpectedly adding new customers
brings significant new operating costs not anticipated in the rate case, the outcome may be different and, as would
occur in traditional ratemaking, could trigger a rate case.

in Illustrating this, one utility has proposed a lower target return as part of its decoupling proposals in MD and DC.
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10. Is decoupling different for gas than it is for electricity? Decoupling is fundamentally the
same for both gas and electric utilities. They both share similar cost structures which are dominated by high
fixed costs. However, the two industries are facing different underlying trends in customer revenues. While
the gas industry generally faces declining average revenues per customer over time, the electric industry is
experiencing increasing average revenues per customer. As a result, gas utilities tend to face revenue and
profit erosion between rate cases, while electric utilities gamer increasing revenue and profits between rate
cases. Decoupling has the effect of eliminating most of these effects. As a result, gas utilities have tended to
be more open to implementing decoupling than have electric utilities. However, a small but growing number
of electric utilities have either implemented, requested or are investigating decoupling. Some have suggested
that this could be partly in response to longer-term expectation about capital expenditures and environmental
costs. Energy efficiency may be a cost-effective way to avoid potential future risks such as carbon
regulation. In addition, recent policy initiatives at both the federal and State level have embraced energy
efficiency as a high priority resourcely. If energy efficiency is deployed more widely in the future, electric
utilities may become more interested in decoupling.

11. Would decoupling work the same for regulated and deregulated States? Broadly
spealdng, utilities in deregulated markets appear to be more vulnerable to revenue losses incurred by
decreased sales from efficiency than utilities in vertically-integrated markets. In the 2006 report on the
National Action Plan For Energy Efficiency, the authors note that "once divested of a generation plant, the

12 For more on energy efficiency as a high priority resource, see the National Council on Electricity Policy's study
for DOE's Section 139 Report To Congress (2006) and the National Action Plan on Energy Efficiency, (2006).

This research document is presented for consideration by the membership of the National Association of Regulatory Utility
Commissioners (NARUC). This document does not necessarily represent any NARUC policy nor those of any of its members.

10



distribution utility is a smaller company (in terms of total rate base and capitalization), and fluctuations in
throughput and earnings have a relatively larger impact on return." (NAPEE, 2006)

In States where distribution utilities purchase most or all of their commodities from a wholesale market,
decoupling would be integrated into the largely-fixed cost structure of the distribution utilities. In States with
vertically integrated utilities, decoupling can also be applied, but care must be taken in the rate case context
to accurately separate fixed costs from variable costs, applying the decoupling adjustments only to the fixed
costs. In all other respects, decoupling is applied in the same manner in both types of situations.

12. Where can I find out more? This FAQ was authored by Miles Keogh of NARUC's Grants &
Research staff with funding Hom the U.S. Environmental Protection Agency. It was developed through
research, interviews, and input from a number of parties, including the staffs of the New Jersey Board of
Public Utilities, Massachusetts Department of Public Utilities, Arizona Corporation Commission, US
Environmental Protection Agency, North Carolina Attorney General's Office, and Public Service
Commission of the District of Columbia. Oversight was provided by Commissioner Rick Morgan of the
District of Columbia PSC, and technical assistance came from Wayne Shirley of the Regulatory Assistance
Project. More resources on decoupling are included below.

RESOURCES

NARUC Resolution on Gas & Electric Energy Efficiency, July 2004.
http://www.naru c.org/associ ations/1773/files/gase1ectriceff0704.pdf
The US Department of Energy EPAct Section 139 Report to Congress, Appendix A, "A Study by the National
Council on Electricity Policy on State And Regional Policies That Promote Electric & Gas Utility Programs To
Reduce Energy Consumption, March 2007http://www.ncoL1ncil.org/pdfs/I 39__Rpt.pdf
The National Action Plan on Energy Efficiency, US EPA / US DOE, Chapter 2, July 2006
http://www.epa.gov/cleanrgv/pdWnapee/napee__chap2.pdf
U.S. Environmental Protection Agency (US EPA) "Clean Energy-Environment Guide to Action: Policies, Best
Practices, and Action Steps for States", (Section 6.2) June 2006.
http://www.eDa.gov/cleanenergv/pdf/gta/guide action chaD s2.Ddf
Costello, K., "Revenue Decoupling for Natural Gas Utilities", National Regulatory Research Institute, April 2006.
hnp://www.nni.ohio-state.edu/dspaceMandle/2068995
Jeanne Fox, Fred Butler, Nus ha Wyner, and Jerome May: "Share The Gain, Not The Pain: Another Side To
Decoupling". Public Utilities Fortnightly, August 2007.
Cheryl Harrington Et Al, "Regulatory Reform: Removing the Disincentives", Regulatory Assistance Project, June
1994. http://wwvv.raponline.org/Pubs/General/disincentives6-94.pdf
Dr. David Dismukes, PhD, Louisiana State University, presentation:, "Regulatory Issues for Consumer Advocates
in Rate Design ,Incentives & Energy Efficiency", NASUCA Mid-Year Meeting, June ll, 2007
http://www.enrg.lsu.edu/presemations/NASUCA._ DISMUKES.._3 .ppr
The American Gas Association & the Natural Resources Defense Council (NRDC) joint statement to the National
Association of Regulatory Utility Commissioners, July 2004.http://www.ase.org/imgs/lib/e-
FFICIENCY/joint AGA_NRDC NARUC__statement.pdf

10. Cheryl Harrington et. al, "Energy Efficiency Policy Toolldt", The Regulatory Assistance Project, January 2007,
http://www .raponline.or,q/Pubs!Efticiencv%SFPolicv%5FToolkit%5F l %5F04%5F07%2Epdf

ll. Eric Hirst, "Statistical Recoupling; A New Way To Break The Link. Between Electric Utility. Sales & Revenues"
Oak Ridge National Lab, September 1993.http://www.osti.gov/energvcitations/servlets/purl/ lol91622-
8J4oIR/native/1019I622.pDF

12. J. Eto, S. Stott, T. Bolden, "The Theory and Practice of Decoupling", Lawrence Berkeley National Laboratory,
1994.http://eetd.Ibl.gzov/EA/EMP/reports/34555.html

13. Carter, Sheryl, NRDC "Breaking The Consumption Habit: Ratemaking for Efficient Resource Decisions" in The
Electricity Journal, December 2001. http://www.nrdc.org/air/energv/abreaking.asp

14. David Moskovitz. "Profits & Progress Through Least-Cost Planning", November 1989.
http://www.rar>online.orgb/show'r>dtl.asr>"PDF URL=%22Pubs/General/Pandnlcn.pdf"/122
MADRI, "Revenue Stability Model Rate Rider", the Mid-Atlantic Distributed Resources Initiative.
http://vvww.energeti cs.com/madri/pdfs/Model.....Revenue Stabil ity....RateRi der..2006-05- 16.pdf
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16. New York Public Service Commission Docket 04-E-0572 - Proceeding on Motion of the Commission as to the
Rates, Charges, Rules and Regulations of Consolidated Edison Company of New York, Inc.
http://www3.dps.state.ny.us/pscweb/WebFileRoom.risf/Web/BFCF5488B5C3620A85256FCD005A5FOF/SFile/04e
05'/2.ord.03.24.05,pdfl?OpenElement

17. ELCON, "Revenue Decoupling - A Policy Brief of the Electricity Consumers Resource Council," January 2007,
Washington DC. littp://www.eleon.o'rg/Documents/Publications/3-1RevenueI)ecouplin,<2.PDF

18. Connecticut Department of Public Utility Control, Docket No. 05-09-09, Investigation Into Decoupling Energy
Distribution Company Earnings From Sales, January 18 2006.

19. Simon flitch, Washington State Attorney General's Office, "Decouplings Should Ratepayers Be Worried?"
presentation to NARUC Decoupling Workshop, August 2006 .
http://www.masstech.org/renewableenergy/public_policy/DG/resources/2006
08._NARUC .Flitch .Decoupling conce1ns.pdf

20. NASUCA "Energy Conservation And Decoupling Resolution", the National Association of State Utility Consumer
Advocates, July 2007 wwwnasuea.org/Resolutions/Decoupling-2007-01.doe

21 . Maine Public Utilities Commission Report on Utility Incentives Mechanisms for the Promotion of Energy
Efficiency and System Reliability, February 2004
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1 1. INTRODUCTION

2 Q- Please State your name, occupation, and business address.

3 My name is David C. Purcell. I am President and Senior Economist of Technical

4

5

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond,

Virginia 23219.

6

7 Q- Please summarize your educational background and professional experience.

8

9

I hold B.A. (1969) and M.A. (1970) degrees in economics from Virginia Polytechnic

Institute and State University (Virginia Tech) and a M.B.A. (1985) from Virginia

10 Commonwealth University. I have been a consulting economist with Technical

11

12

13

14

15

Associates since 1970. I have provided cost of capital testimony in public utility

ratemaking proceedings dating back to 1972. In connection with this, I have previously

filed testimony and/or testified in approximately 400 utility proceedings before 40

regulatory agencies in the United States and Canada. Attachment 1 provides a more

complete description of my education and relevant work experience.

16

17 Q- Have you previously testified before the Arizona Corporation Commission?

18 Yes, I  have  test i f ied in a number of prior Arizona Corporation Commission

19

20

21

22

("Commission") proceedings, including the recent electric rate cases involving Arizona

Public Service Company (Docket No. E-01345A-05-0816), UNS Gas, Inc. (Docket No.

G-01345A_05-0463), UNS Electric, kic. (Docket No. E-0404A-06-0783) and Tucson

Electric Power Co. (Docket No. E-01933A-07-0402). Those testimonies were provided

on behalf of the Utilities Division Staff.23

24

A.

A.

A.
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1 Q- Do any of your previous testimonies involve rate proceedings of Southwest Gas?

2

3

4

Yes. I have previously testified in several rate proceedings involving Southwest Gas

Corporation ("Southwest Gas" or "Company"). These cases were before both this

Commission and the Nevada Public Service Commission.

5

6 Q- What is the purpose of your testimony in this proceeding?

7

8

9

10

11

Shave been retained by the Utilities Division Staff to evaluate the cost of capital aspects of

the most recent filing of Southwest Gas. I have performed independent studies and am

making recommendations on the current cost of capital for Southwest Gas. My testimony

also responds to the Company's cost of capital proposals sponsored by Southwest Gas

witness Frank J. Hanley.

12

13

14

Q- Have you prepared an exhibit in support of your testimony?

15

16

Yes, I have prepared one exhibit, identified as Schedule 1 through Schedule 12. This

exhibit was prepared either by me or under my direction. The information contained in

this exhibit is correct to the best of my knowledge and belief

17

18

19

20

II. RECOMMENDATIONS AND SUMMARY

Q, What are your recommendations in this proceeding?

A. My overall cost of capital recommendations for Southwest Gas are:

21

22

23

24

Short-Term Debt
Long-Term Debt
Preferred Stock
Common Equity

Total

Percent

0.00%

52.08%

4.48%

43.44%

100.00%

Cost
N/A

7.96%
8.20%

9.3-10.5%

25

Return
N/A

4.15%
0.37%

4.13-4.56%
8.55-9.07%

8.86% with 10.0% ROE
26

A.

A.

A.
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1

2

3

4

Southwest Gas' application requests a return on common equity of 11.25 percent and a

total cost of capital of 9.45 percent. This cost of capital is based on a hypothetical capital

structure comprised of 51 percent long-tenn debt, 4 percent preferred stock, and 45

percent common equity.

5

6

7

8

9

Q- Please summarize your cost of capital analyses and related conclusions for Southwest

10

11

12

13

14

Gas.

This proceeding is concerned with Southwest Gas' regulated natural gas utility operations

in Arizona. My analyses are concerned with the Colnpany's total cost of capital. The first

step in performing these analyses is the development of the appropriate capital structure.

Southwest Gas' proposed capital structure is the "target" capital structure ratios of the

Company, which is actually a hypothetical capital structure. I do not use this hypothetical

capital structure in my cost of capital analyses, but rather use the Company's actual test

period capital structure ratios.

15

16

17

18

19

20

The second step in a cost of capital calculation is a determination of the embedded cost

rates of long-term debt and preferred stock. I have used the 7.96 percent cost rate for

long-term debt and the 8.20 percent cost rate for preferred stock, both of which are

contained in Southwest Gas' application.

21

22

23

24

The third step in the cost of capital calculation is the estimation of the cost of common

equity. Shave employed three recognized methodologies to estimate the cost of equity for

Southwest Gas. Each of these methodologies is applied to two groups of proxy utilities.

These three methodologies and my findings are:

25

26

27

A.

Methodology
Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

Range
9.3-10.4%
9.5-9.8%

10.0-10.5%
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1

2

3

4

5

6

7

Based upon these findings,  I conclude that  the cost  of common equity for  the proxy

utilities is within a range of 9.3 percent to 10.5 percent (9.9 percent mid-point).  This

range is determined by the results of all three of my cost of equity methodology results,

since all three sets of results fall within this range. recommend that Southwest Gas' cost

of equity be slightly above the mid-point of my 9.3 percent to 10.5 percent range or 10.0

percent. I recommend a slightly higher cost of equity in order to recognize the impact of

Southwest Gas' lower equity ratio and debt ratings, relative to those of the proxy groups.

8

9

10

11

12

Combining the capital structure and individual cost rates, results in a weighted cost of

capital for Southwest Gas. My recommendation overall cost of capital range is 8.55

percent to 9.07 percent (8.86 percent with 10.0 percent cost of equity). I recommend an

8.86 percent cost of capital for Southwest Gas.

13

14 111. ECONOMIC PRINCIPLES AND METHODOLOGIES

15 Q-

16

What are the primary economic principles that establish the standards for

determining a fair rate of return for a regulated utility?

17

18

19

20

21

22

23

Public utility rates are normally established in a manner designed to allow the recovery of

their costs,  including capital costs.  This is frequently referred to as "cost of service"

ratemaking. Rates for  regula ted public ut ilit ies t radit ionally have been pr imar ily

established using the "rate base - rate of return" concept. Under this method, utilities are

a llowed to recover  a  level of opera t ing expenses ,  taxes ,  and deprecia t ion deemed

reasonable for rate-setting purposes, and are granted an opportunity to earn a fair rate of

return on the assets utilized (i.e., rate base) in providing service to their customers.

24

25

26

A.

The rate base is derived from the asset side of the utility's balance sheet as a dollar amount

and the rate of return is developed from the liabilities/owners' equity side of the balance
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1

2

3

4

5

6

sheet  as a  percentage. Thus ,  r evenue impact  of  the cost  of  capita l is  der ived by

multiplying the rate base by the rate of return, including income taxes.

The rate of return is developed from the cost of capital, which is estimated by weighting

the capital structure components (i.e., debt, preferred stock, and common equity) by their

percentages in the capital structure and multiplying these values by their cost rates. This

is also known as the weighted cost of capital.

7

8

9

10

11

12

Technically, "fair rate of return" is a legal and accounting concept that refers to an ex post

(alter the fact) earned return on an asset base, while the cost of capital is an economic and

financial concept which refers to an ex ante (before the fact) expected or required return

on a liability base. In regulatory proceedings, however, the two terms are often used

interchangeably. Shave equated the two concepts in my testimony.

13

14

15

16

From an economic standpoint, a fair rate of return is normally interpreted to mean that an

efficient and economically managed utility will be able to maintain its financial integrity,

establish comparable These

17

attract capital, and returns for similar risk investments.

concepts are derived from economic and financial theory and are generally implemented

18 using financial models and economic concepts.

19

20

21

From a legal perspective, while I am not a lawyer, it is my understanding that two United

States Supreme Court decisions provide the controlling standards for a fair rate of return.

22 The first  decision is Bluefield Water  Works and Improvement  Co.  v.  Public Ser f.

23 Comm'n of West Virginia, 262 U.S. 679 (1923). In this decision, the Court stated:

24

25
26
27
28
29
30

What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
enlightenedjudgment, having regard to all relevant facts. A public utility
is entitled to such rates as will permit it to earn a return on the value of the
property which it employs for the convenience of the public equal to that
generally being made at the same time and in the same general part of the
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1
2
3
4
5
6
7
8
9

10
11

country on investments in other business undertakings which are attended
by corresponding risks and uncertainties; but it has no constitutional
right to profits such as are realized or anticipated in highly profitable
enterprises or speculative ventures. The return should be reasonably
sufficient to assure confidence in the jinaneial soundness of the utility, and
should be adequate, under ejieient and economical management, to
maintain and support its credit and enable it to raise the money necessary
for the proper discharge of its public duties. A rate of return may be
reasonable at one time, and become too high or too low by changes
affecting opportunities for investment, the money market, and business
conditions generally. [Emphasis added.]

12

13

14

15

16

Thus, the Bluefield decision, in my opinion as a non-lawyer, established the following

standards for a fair rate of return: comparable earnings, financial integrity, and capital

attraction. It also noted the changing level of required returns over time as well as an

underlying assumption that the utility be operated in an efficient manner.

17

18 The second decision is Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591

19 (1942). In that decision, the Could stated:

2 0

21
22
2 3
2 4
25
2 6
2 7
28
2 9
30
31

The rate-making process under the [Natural Gas] Act, i.e., the fixing of
just and reasonable' rates, involves a balancing of the investor and

consumer interests . _ .. From the investor or company point of view it is
important that there be enough revenue not only for operating expenses but
also for the capital easts of the business. These include service on the debt
and dividends on the stock. By that standard the return to the equity owner
should be commensurate with returns on investments in other enterprises
having corresponding risks. That return, moreover, should be sufficient to
assure eonfdence in the financial integrity of the enterprise, so as to
maintain its credit and to attract capital. [Emphasis added.]

32

33

34

35

36

37

The three economic and financial parameters in the Bluefield and Hope decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to am a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the
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1

2

fundamental premise, on which regulation rests, namely, that it is intended to act as a

surrogate for competition.

3

4

5

6

7

I understand that because Arizona is a "Fair Value" state, Hope and Bluefield do not set

forth the legal requirements applicable to determining fair rate of return in Arizona. In

Simms v. Round Valley Light & Power Company,1 the Arizona Supreme Court took

exception to application of the following principle in Arizona since the Constitution

mandates consideration of fair value:8

9

10
11
12
13
14
15
16
17

"In the Hope case the court, in testing the reasonableness of rates fixed by
the Federal Power Commission under the Natural Gas Act, 15 USCA.
Section 7]7 et seq., after holding that congress had provided no formula by
which just and reasonable rates were to be determined, ruled that it was
the fnal result reached and not the method used in reaching the result that
was controlling and that it was unimportant to 'determine the various
permissible ways in which any rate base on which the return is computed
might be arrived at. "

18

19

20

21

22

23

24

My testimony does not advocate that the Commission ignore the Simms holding in this

regard, or the fair value of Southwest Gas' property, which it is required to consider under

Article 15, Section of the Arizona Constitution. Rather, I find the Hope and Bluefield

decisions to be helpful in their discussion of comparable earnings, financial integrity and

capital attraction. I note that Southwest Gas Electric Witness Hanley also cites the Hope

andBluefield cases as "guidelines" for evaluating the cost of capital for the Company.

25

26 Q- How can these parameters be employed to estimate the cost of capital for a utility?

27

28

29

30

Neither the courts nor economic/financial theory have developed exact and mechanical

procedures for precisely determining the cost of capital. This is the case because the cost

of capital is an opportunity cost and is prospective-looking, which dictates that it must be

estimated.

A.

1 294 P.2d 378 (1956).
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1

2

3

4

There are several useful models that can be employed to assist in estimating the cost of

equity capital, which is the capital structure item that is the most difficult to determine.

These include the discounted cash flow ("DCF"), capital asset pricing model ("CAPM"),

comparable earnings ("CE") and risk premium ("RP") methods. Each of these methods

(or models) differs from the others and each, if properly employed, can be a useful tool in

estimating the cost of common equity for a regulated utility. Many state regulatory

commissions reply upon the DCF and CAPM models to develop the cost of common

equity for utilities.

5

6

7

8

9

10 Q-

11

Which methods have you employed in your analyses of the cost of common equity in

this proceeding?

12

13

I have utilized three methodologies to determine Southwest Gas' cost of common equity:

the DCF, CAPM, and CE methods. I have not employed a RP model in my analyses

although, as discussed later, my CAPM analysis is a form of the RP methodology. Each

of these methodologies will be described in more detail in my testimony that follows.

14

15

16

17

18

19

20

21

22

Iv. GENERAL ECONOMIC CONDITIONS

Q, Why are economic and financial conditions important in determining the costs of

capital?

23

24

25

26

27

A.

A. The costs of capital, for both fixed-cost (debt and preferred stock) components and

common equity, are determined in part by current and prospective economic and financial

conditions. At any given time, each of the following factors has an influence on the costs

of capital: the level of economic activity (i.e., growth rate of the economy), the stage of

the business cycle (i.e., recession, expansion, or transition), and the level of inflation. The

Supreme Court, in its Bluefield decision, which noted that "[a] rate of return may be

reasonable at one time, and become too high or too low by changes affecting opportunities

for investment, the money market, and business conditions generally."
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1 Q- What indicators of economic and financial activity have you evaluated in your

2 analyses?

3

4

5

6

7

I have examined several sets of economic statistics from 1975 to the present. I chose this

time period because it permits the evaluation of economic conditions over three full

business cycles plus the current cycle to date, allowing for an assessment of changes in

long-tenn trends. This period also approximates the beginning and continuation of active

rate case activities by public utilities.

8

9

10

11

12

13

A business cycle is commonly defined as a complete period of expansion (recovery and

growth) and contraction (recession). A full business cycle is a useful and convenient

period over which to measure levels and trends in long-term capital costs because it

incorporates the cyclical (i.e., stage of business cycle) influences, and thus, permits a

comparison of structural (or long-term) trends.

14

15 Q- Please describe the timeframe of the three prior business cycles and the most current

16

17

cycle.

The three prior complete cycles and current cycle cover the following periods:

18

19

20

Business Cycle
1975-1982
1982- 1991
1991 -2001
Current

Expansion Cycle
Mar. 1975-July 1981
Nov. 1982-July 1990
Apr. 1991-Mar. 2001
Dec. 2001-Present

Contraction Period
Aug. 1981-0ct. 1982
Aug. 1990-Mar. 1991
Apr. 2001-Nov. 2001

21

22

23 Q-

24

Do you have any general observations concerning the changing trends in economic

conditions and their impact on costs over this broad period?

25

26

27

A.

A.

A. Yes, I do. As I will describe below, the U.S. economy has enjoyed general prosperity and

stability over the period since the early 1980s. This period has been characterized by

longer economic expansions, relatively tame contractions, relatively low and declining
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1

2

3

4

5

6

7

inflation, and declining interest rates and other capital costs. The current business cycle

began in late 2001, following a somewhat modest recession earlier in the year. Over the

past several months, the economy has slowed, largely as a result of the collapse of the

"sub-prime" mortgage market. There is some concern that the economy may slide into a

recession, but this is unclear at this time. Should the economy incur a recession, the

impacts on cost of capital would likely be characterized by lower utility growth and

declining capital costs.

8

9 Q- Please describe recent and current economic and financial conditions and their

10 impact on the costs of capital.

11 Schedule 2 shows severa l sets  of economic da ta .

12

Pages  1  and 2  conta in genera l

macroeconomic statistics while Pages 4 through 6 contain financial market statistics.

13

14

15

16

17

Pages 1 and 2 of Schedule 2 show that the U.S.  economy is currently beginning the

seventh year of an economic expansion although, as indicated previously, the economy is

currently slowing. This is indicated by the growth in real (i.e.,  adjusted for inflation)

Gross Domestic Product, industrial production, and the unemployment rate. This current

expansion has generally been characterized as slower growth, in comparison to prior

18 In

19

expansions. This has resulted in lower inflationary pressures and interest rates.

addition, the current slowing of the economy has resulted in a lowering of interest rates.

20

21

22

23

24

25

26

The rate of inflation is also shown on Pages 1 and 2 of Schedule 2. As is reflected in the

Consumer Price Index ("CPI"), for example, inflation rose significantly during the 1975-

1982 business cycle and reached double-digit levels in 1979-1980. The rate of inflation

declined substantially in 1981 and remained at or below 6.1 percent during the 1983-1991

business cycle. Since 1991, the CPI has been 4.1 percent or lower. The 4.1 percent rate of

inflation in 2007 was slightly above the levels since 2000, but is well below the levels of

27

A.

the past thirty years .
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1 Q. What have been the trends in interest rates?

2

3

4

5

6

Pages 3 and 4 of Schedule 2 show the levels and trends in interest  rates.  Rates rose

sharply to record levels in 1975-1981 when the inflation rate was high and generally

rising. Interest rates declined substantially in conjunction with inflation rates throughout

the remainder of the 1980s throughout the 1990s. Interest rates declined even further loom

2000-2005 and generally recorded their lowest levels since the 1960s.

7

8

9

10

11

12

13

14

15

16

During the past several years,  long-term interest rates have remained low by historic

standards. During the 2001 recession and early in the succeeding expansion, the Federal

Reserve lowered interest rates (i.e., Federal Funds rate) 11 times in 2001 and twice in

2003 in an effort to stimulate the economy. Following this the Federal Reserve increased

short-term interest rates on 17 occasions between 2004 and 2006, although each time by

only 0.25 percent, in an attempt to ensure that any perceived inflationary expectations will

not stifle continued economic growth. Nevertheless, the economic recovery to date has

not resulted in a pronounced increase in long-term rates. Most recently, however, the

Federa l Reserve has lowered the Federa l Funds ra te (i.e. ,  shor t -term ra te) on five

occasions.17

18

19

20

21

Q- What have been the trends in common share prices?

22

23

24

25

Pages 5 and 6 of Schedule 2 show the levels and trends in common stock prices and ratios.

These indicate that share prices were essentially stagnant during the high inllatioWinterest

rate environment of the late 1970s and early 1980s. On the other hand, the 1983-1991

business cycle and the most recent cycle have witnessed a significant upward trend in

stock prices. During the initial years of the current expansion, however, stock prices were

volatile and declined substantially from their highs reached in 1999 and early 2000. Share

prices have increased somewhat since 2003 but have been volatile.26

27

A.

A.
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1 Q. What conclusions do you draw from this discussion of economic and financial

2

3

4

conditions?

5

6

It is apparent that capital costs are currently low in comparison to the levels that have

prevailed over the past three decades. In addition, the current weakness in the economy

has resulted in a decline in capital costs. Therefore, it can reasonably be expected that

cost of equity models currently produce returns that are lower than returns experienced in

prior years.7

8

9

10

11

v. SOUTHWEST GAS' OPERATIONS AND RISKS

Please summarize Southwest Gas and its operations.Q-

Southwest Gas is an operating gas distribution company. The Company is engaged in the

bus iness  of  purchas ing,  t r anspor t ing and dis t r ibut ing na tura l  gas  to r es ident ia l ,

and industr ial customers in geographically diverse portions of Arizona,

Nevada and California. Southwest Gas also owns Paiute Pipeline Co., as well as Northern

Pipeline Construction Company. Until 1996,  Southwest  Gas owned Pr iMerit  Bank

(formerly Nevada Savings and Loan).

commercial,

Q. What are the current security ratings of Southwest Gas?

As is shown on Schedule 3, the culTent bond ratings of Southwest Gas are:

12

13

14

15

16

17

18

19

20

21

22

Baan

BBB-

23

24

Moody's

Standard & Poor's

Fitch BBB

25

26

27

A.

A.

A.

As this indicates, Southwest Gas' bonds presently carry triple B ratings by the three rating

agencies who rate the Company's debt.
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1 Q~ What has been the trend in Southwest Gas' debt ratings?

2

3

This is also depicted on Schedule 3.  As this Schedule indicates,  the Company's debt

ratings have been triple B since at least 1995 .

4

5 Q. How have the rating agencies recently described Southwest Gas?

6

7

An example of this is provided in an October 11, 2007 RatingsDirect report on Southwest

Gas by Standard & Poor's. In this report, Standard & Poor's stated:

The rat ings on Southwest  Gas Corp.  are based on i ts  st rong
business position rating of '4' (Standard & Poor's Rating Services
rates a company's business position on a scale of 'I ' (excellent to
']0' (vulnerable)) as a regulated local gas distribution company
serving the high-growth service territories in Arizona, Nevada, and,
to a lesser extent, California. The ratings also reflect improving
operat ing ef f ic iency and an intermediate f inancial r isk prof i le.
These factors are partially ojjiset by low customer usage due to its
warm weather, geographic location, challenges associated with
improving regulatory t reatment  in certain jur isdict ions,  and a
moderately sized unregulated utility construction and maintenance
business.

8

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

The company prov ides natura l  gas  to  more than 1.8 mi l l ion
customers in Arizona (54% of customers),  Nevada (36%), and
California (10%). Residential and small commercial customers
account for nearly all of retail consumption and around 86% of the
company's total operating margin. Retail sales are sensitive to
weather, which has been a particular challenge for Southwest Gas,
given the gradual warming trend observed in its region....

A.

A.

Strong customer growth, averaging 5% annually from 200] to
2006, has helped to offset the effects of declining per capita
consumption, allowing for about a 3% annual increase in
residential throughput total volumes during the period. Nevada
and Arizona have been the two fastest-growing states in the US.
Customer growth has also driven capital requirements, which
increased by about 5.4% annually for the same period. The
company projects capital spending will total about $880 million
over the 2007-2009 period, with about $337 million ($306 million
in 2006) to be spent in 2007. Customer growth is expected to
moderate in 2007 to about 3%, partially based on the recent
weakness in the housing markets of Phoenix and Las Vegas. This
may ease capital spending requirements a bit in the near term
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1
2
3
4
5
6
7
8
9

10
11
12
13
14

Southwest Gas depends on regulatory approval of retail rates to
over the east requirements associated with rapid growth, high

natural gas price volatility, and exposure to weather variation. All
three of the state regulatory commissions that oversee Southwest's
retail rates have allowed the company to recover its actual
purchased-gas costs through a purchased-gas acyustment
mechanism (PGA). In 2006, the Nevada commission approved the
company 's gas cost aahustmenf on a quarterly basis.

Arizona regulation uses a historical test year, which creates a
regulatory lag, especially when considering the state 's high growth
rate. Some of this is mitigated by the company 's policy of reeeiving
advances from home builders to refund construction expenditures
to new home developments, which are later refunded once the new
homeowners are hooked up and receiving gas....

Financial performance measurably improved since mid-2006 as a
result of regulatory relief and customer growth. Capital outlays
remain nigh, although the company funded about 66% of capital
outlays with internal cash flow after dividends in fiscal 2006. tote
company expects this ratio to improve to about 90% in 2008.

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37

Credit measures are strong for the rating, with aayustedfunds from
operations (FFO) to total debt of about 19% and acbusted FFO
interest coverage of about 3.6xfor the I2-month period ended June
30, 2007. Meanwhile, debt leverage has decreased, with aayusted
debt to capital at 58% on June 20, 2007, down substantially from
69% in 2005.

The outlook on Southwest Gas is positive. The positive outlook
reflects our expectation of consistently strong cash flow measures
and declining debt leverage, primarily as a result of anticipated
high levels of internalfunding of capital expenditures, minimal new
debt financing, and regulator annual equity infusions under the
company's common equity shelf and dividend reinvestment
programs. Significant rate design improvements could further yield
ratings improvement.

38

39 Q.

40

Are you aware that Southwest Gas is requesting certain regulatory cost-recovery

mechanisms in this proceeding?

41

42

43

A. Yes, I am. It is my understanding that the Company is requesting approval to implement

two new rate design proposals that, if approved, will be risk-reducing. These two

proposals involve a Weather Normalization Adjustment Provision ("WNAP") and a
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1

2

3

Revenue Decoupling Adjustment Provision ("RDAP"). On a combined basis, these

provide for "Full Revenue Decoupling" for Southwest Gas' residential customers and all

but its largest general service customers.

4

5 Q- How are these proposals risk-reducing to the Company?

6

7

8

9

10

These rate design proposals, if approved, are risk-reducing to Southwest Gas since the

Company's revenues, and income, will be essentially insulated from variations due to

weather and usage. The net effect of these proposals is to transfer a significant portion of

the Company's risks from its shareholders to its ratepayers. Yet, it does not appear that

the Company acknowledges this risk transfer in terms of its requested rate of return.

11

12 Q,

13

Is the Staff recommending approval of these new proposals which would transfer

significantly more risk to ratepayers?

14

15

16

17

18

19

Other Staff witnesses are addressing the Company's new risk-reducing rate design

proposals. It is my understanding that the Staff is opposed to them. However, I want to

point out that if the Commission should adopt either of them, I would recommend a

further downward adjustment to my recommended rate of return in consideration of the

reduced risk. The Company should have recognized a reduction to its rate of return in

recognition of its risk reducing proposals.

20

21 VI. CAPITAL STRUCTURE AND COST OF DEBT

22 Q. What is the importance of determining a proper capital structure in a regulatory

23 framework?

24

25

26

A.

A.

A. A utility's capital structure is important because the concept of rate base - rate of return

regulation requires that a utility's capital structure be determined and utilized in estimating

the total cost of capital. Within this framework, it is proper to ascertain whether the
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1 utility's capital structure is appropriate relative to its level of business risk and relative to

other utilities.2

3

4

5

6

7

8

9

10

11

As discussed in Section III of my testimony, the purpose of determining the proper capital

structure for a utility is to help ascertain its capital costs. The rate base .- rate of return

concept recognizes the assets employed in providing utility services and provides for a

return on these assets by identifying the liabilities and common equity (and their cost

rates) used to finance the assets. In this process, the rate base is derived from the asset

side of the balance sheet and the cost of capital is derived from the liabilities/owners'

equity side of the balance sheet. The inherent assumption in this procedure is that the

dollar values of the capital structure and the rate base are approximately equal and the

former is utilized to finance the latter.12

13

14

15

The common equity ratio (i.e., the percentage of common equity in the capital structure) is

the capital structure item which normally receives the most attention. This is the case

16

17

because common equity: (1) usually commands the highest cost rate,  (2) generates

associated income tax liabilities, and, (3) causes the most controversy since its cost cannot

18 be precisely determined.

19

20 Q~ How have you evaluated the capital structure of Southwest Gas?

21

22

I have first  examined the five year  histor ic (2003-2007) capita l structure ra t ios of

Southwest Gas. Schedule 4 shows the historic capital structure ratios of the Company.

23

A.

The respective common equity ratios are as follows :
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1

2

3

4

2003
2004
2005
2006
2007

Inc'l S-T Debt
33.0%
35.8%
34,4%
38.9%
41.0%

Exc'l S-T Debt
34.0%
35.8%
36.8%
39.4%
41.9%

5

6

7

8

This indicates a rising common equity ratio over this period. In fact, the most current

common equity ratios significantly exceed the levels of five years ago.

9

10 Q,

11

How do these capital structure ratios compare to the gas distribution utility

industry?

12

13

14

I have prepared Schedule 5 to make this comparison. Page 1 of this schedule shows the

2002-2006 capital structure ratios of the Value Line group of LDC's, excluding short-term

debt. Page 2 of Schedule 5 indicates the 2002-2006 capital structure ratios for this group,

including short-term debt. The average ratios are:15

16

17

18

19

2002
2003
2004
2005
2006

Inc'l S-T Debt
41%
43%
43%
44%
48%

Exc'l S-T Debt
47.4%
50.4%
51,4%
51.9%
53.1%

20

21

22 These common equity ratios are slightly higher than those of the most recent Southwest

Gas ratios.23

24

25

26

Q, What capital structure ratios has Southwest Gas requested in this proceeding?

The Company requests use of the following "target" capital structure:

27

A.

A.
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1

2

Capital Item
Long-Term Debt
Preferred Stock
Common Equity

Percent
51 .0%
4.0%

45.0%
3

4

5

6

7

This capital structure contains slightly more common equity than the most recent actual

capita l structures for  2007 which contained a  common equity ra t io of 41.0 percent

including short-term debt, and 41 .9 percent exclusive of short-tenn debt.

8

9 Q- What is basis of the Company's capital structure request?

10 A.

11

12

13

14

15

16

17

18

In the last  rate proceeding of Southwest Gas (Docket No. G-01551A-04-0876),  this

Commission approved use of a  hypothetical capita l structure for  the Company that

contained 55 percent long~term debt, 5 percent preferred stock, and 40 percent common

equity. This 40 percent common equity ratio exceeded the actual test period equity ratio

(34.1 percent, according to Mr. Wood's testimony, page 5) and was apparently intended to

be an "incentive" for the Company to raise its actual equity ratio. As stated by Mr. Wood,

in its Decision in this proceeding, the Commission directed the Company to submit a

"recapitalization plan" explaining how it intends to achieve an actual 40 percent common

equity ratio .

19

20

21

22

23

In the present case, the Company is again requesting a hypothetical capital structure, with

an even higher  common equity ra t io,  a t  45 percent . Southwest Gas witness Wood

describes this as a "target" common equity ratio and he indicates (page 9) "it is reasonable

to assume that the Company will achieve 45 percent common equity ratio...."

24

25 Q. Has the Company raised its equity ratio since the last case?

26 Yes, it has. The actual test period capital structure of the Company contains some 43.4

27

A.

percent common equity.
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1 Q- Is it necessary to again utilize a hypothetical capital structure for Southwest Gas?

2

3

4 Commission's directive.

5

6

7

No, it is not. The Commission provided the Company with a capital structure incentive in

the last case. The Company responded and achieved an equity ratio that satisfied the

In this regard, it is noteworthy that Southwest Gas has

historically maintained a common equity ratio that was considerably below that of natural

gas distribution utilities in general. At the present time, the Company's capital structure is

more in line with that of other gas utilities.

8

9 Q- What other reasons support the use of the Company's actual capital structure.

10

11

12

13

14

15

16

I believe that, in general, utilities should use their actual capital structure for ratemaking

purposes unless there is a showing that the actual capital structures are significantly out of

line with other utilities. In the case of Southwest Gas, this is not a factor. Should the

Company want to have its rates set based upon 45 percent common equity ratio, it has the

option of raising new common equity in order to actually achieve this level of equity. In

any event, the circumstances have changed since the last case and no "incentive" is

required at this time.

17

18 Q- What capital structure have you used in your analyses?

19

20

21

22

23

I have utilized the actual test period capital structure of the Company in my analyses.

These are shown on my Schedule l. I note that I normally include short-tenn debt in my

cost of capital calculations and I understand that this Commission also uses short-term

debt. However, in this case, it appears that Southwest Gas did not have any short-term

debt at the end of the test period, so I did not include any in the capital structure.

24

A.

A.

A.
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1 Q What cost rates of long-term debt and preferred stock have you used in your

analysis

I have utilized the 7.96 percent cost of long-term debt and 8.20 percent cost of preferred

stock shown in the Company's filing

6 Q Can the cost of common equity be determined with the same degree of precision as

the costs of debt and preferred stock?

No. The cost rates of debt and preferred stock are largely determined by interest

payments, issue prices, and related expenses. The cost of common equity, on the other

hand, cannot be precisely quantified, primarily because this cost is an opportunity cost

As discussed earlier, there are, however, several models which can be employed to

estimate the cost of common equity. Three of the primary methods - DCF, CAPM, and

CE - are developed in the following sections of my testimony

15

16

VII. SELECTION OF PROXY GROUPS

How have you estimated the cost of common equity for Southwest Gas?Q

Southwest Gas is a publicly-traded company. Consequently, it is possible to directly

apply cost of equity models to this entity. It is customary to analyze groups of comparison

or "proxy" companies as a substitute for Southwest Gas to determine its cost of common

equity

I have examined two such groups for comparison to Southwest Gas. The first group of

proxy companies is the group of gas distribution companies followed by Value Line

except for those companies that have not paid cash dividends. This group, which reflects

a representative sample of LDC's, is a proper proxy for Southwest Gas
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1

2

The second proxy group is the group of eight natural gas utilities Mr. Hanley utilized in

his testimony.

3

4

5

6

Inoue that, by developing my own group of proxy companies, used in conjunction with the

groups of proxy companies utilized by Southwest Gas witness Hanley,  I have given

consideration to the Company's view as to the appropriate composition of the proxy

companies for Southwest Gas.7

8

9

10

VIII. DISCOUNTED CASH FLOW ANALYSIS

Q, What is the theory and methodological basis of the discounted cash flow model?

11

12

13

14

A. The DCF model is one of the oldest, as well as the most commonly-used, models for

estimating the cost of common equity for public utilities. The DCF model is based on the

"dividend discount model" of financial theory, which maintains that the value (price) of

any security or commodity is the discounted present value of all future cash flows.

15

16

17

18

The most common variant of the DCF model assumes that dividends are expected to grow

at a constant rate. This variant of the dividend discount model is known as the constant

growth or Gordon DCF model. In this framework cost of capital is derived by the

following formula:19

20

21
DK _.._.
p+8

22

23

24

25

26

where: K = discount rate (cost of capital)

P = current price

D = current dividend rate

g = constant rate of expected growth

27
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1

2

3

This fionnula essentially recognizes that the return expected or required by investors is

comprised of two factors: the dividend yield (current income) and expected growth in

dividends (future income) .

4

5 Q- Please explain how you have employed the DCF model.

6

7

8

I have utilized the constant growth DCF model. In doing so, I have combined the current

dividend yield for each group of proxy utility stocks described in the previous section with

several indicators of expected dividend growth.

9

10 Q- How did you derive the dividend yield component of the DCF equation?

11

12

13

14

There are several methods that can be used for calculating the dividend yield component.

These methods generally differ in the manner in which the dividend rate is employed, i.e.,

current versus iiuture dividends or annual versus quarterly compounding of dividends. I

believe the most appropriate dividend yield component is the version listed below:

15

16
Yield- D0(1+0.5g)

P
17

18 This dividend yield component recognizes the timing of dividend payments and dividend

19 increases.

20

21

22

23

The P0 in my yield calculation is the average (of high and low) stock price for each proxy

company for the most recent three month period (December 2007 - February 2008). The

DO is the current annualized dividend rate for each proxy company.

24

25 Q- How have you estimated the dividend growth component of the DCF equation?

26

27

A.

A.

A. The dividend growth rate component of the DCF model is usually the most crucial and

controversial element involved in this methodology. The theobjective of estimating
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1

2

3

4

5

6

7

dividend growth component is to reflect the growth expected by investors that is embodied

in the price (and yield) of a company's stock. As such, it is important to recognize that

individual investors have different expectations and consider alterative indicators in

deriving their expectations. This is evidenced by the fact that every investment decision

resulting in the purchase of a particular stock is matched by another investment decision to

sell that stock. Obviously, since two investors reach different decisions at the same

market price, their expectations differ.

8

9

10

11

12

A wide array of indicators exist for estimating the growth expectations of investors. As a

result, it is evident that no single indicator of growth is always used by all investors. It

therefore is necessary to consider alternative indicators of dividend growth in deriving the

growth component of the DCF model.

13

14 I have considered five indicators of growth in my DCF analyses. These are:

15

16

17

2002-2006 (5-year average) earnings retention, or fundamental growth (per

Value Line),

18

19

20

5-year average of historic growth in earnings per share (EPS), dividends

per share (DPS), and book value per share (BVPS) (per Value Line),

21

22

23

2007, 2008, and 2010-2012 projections of earnings retention growth (per

Value Line),

24

25 2004-2006 to 2010-2012 projections of EPS, DPS, and BVPS (per Value

26 Line), and,

27

2.

4.

3.

1.
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1

2

5-year projections of EPS growth as reported in First Call (per Yahoo!

Finance).

3

4

5

6

7

8

9

believe this combination of growth indicators is a representative and appropriate set with

which to begin the process of estimating investor expectations of dividend growth for the

groups of proxy companies. I also believe that these growth indicators reflect the types of

information that investors consider in making their investment decisions. As I indicated

previously, investors have an array of information available to them, all of which should

be expected to have some impact on their decision-making process.

10

11 Q- Please describe your initial DCF calculations.

12

13

14

Schedule 6 presents my DCF analysis. Page 1 shows the calculation of the "raw" (i.e.,

prior to adjustment for growth) dividend yield for each proxy company. Pages 2 and 3

show the growth rate for the groups of proxy companies. Page 4 shows the "raw" DCF

15 calculations, which are presented on several bases: mean, median, and high values. These

results can be summarized as follows:16

17

18

19 Proxy Group
Hanley Group

Mean
9.3%
8.6%

Median
8.7%
8.1%

Mean
Hi818
10.4%
9.3%

Median
Highs
9.8%
9.3%

20

21

22

23

I note that the individual DCF calculations shown on Schedule 6 should not be interpreted

to reflect the expected cost of capital for the proxy groups, rather, the individual values

shown should be interpreted as alternative infonnation considered by investors.

24

A.

Using only the highest growth rate

5.
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1

2

The DCF results in Schedule 6 indicate average (mean and median) DCF cost rates of 8.1

percent to 9.3 percent. The highest DCF rates (i.e., using the highest growth rates only)

are 9.3 percent to 10.4 percent.3

4

5

6

Q. What do you conclude from your DCF analyses?

7

8

9

10

11

These analyses reflect a broad DCF range of 9.3 percent to 10.4 percent for the proxy

groups. This is approximated by the upper portion of the average/mean values, as well as

the top DCF calculations for the proxy groups examined in the previous analysis. I give

less weight to the lower end of the mean/median results. I believe that 9.3 percent to 10.4

percent (9.9 percent mid-point) reflects the proper DCF cost for the proxy groups.

12 IX. CAPITAL ASSET PRICING MODEL ANALYSIS

Please describe the theory and methodological basis of the capital asset pricingQ-13

14 model.

15

16

The CAPM is a version of the risk premium method. The CAPM describes and measures

the relationship between a security's investment risk and its market rate of return. The

CAPM was developed in the 1960s and 1970s as an extension of modern portfolio theory

("MPT"),  which studies the relationships among r isk,  diversification,  and expected

returns.

17

18

19

20

21 Q- How is the CAPM derived?

22 The general form of the CAPM is:

23

24

25

A.

A.

A.

K=Rf +,8(Rm-R/)
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1

2

3

4

5

where: K = cost of equity

Rf = risk free rate

Rm =return on market

[3 = beta

Rm-Rf = market risk premium

6

7

8

9

10

11

As noted previously, the CAPM is a variant of the risk premium method. I believe the

CAPM is generally superior to the simple risk premium method because the CAPM

specifically recognizes the risk of a particular company or industry (i.e., beta), whereas the

simple risk premium method assumes the same risk premium for all companies exhibiting

similar bond ratings.

12

13 Q- What groups of companies have you utilized to perform your CAPM analyses?

14

15

I have performed CAPM analyses for the same groups of proxy utilities evaluated in my

DCF analyses.

16

17 Q- What rate did you use for the risk-free rate?

18

19

20

21

22

The first term of the CAPM is the risk-free rate (Rf). The risk-free rate reflects the level of

return that can be achieved without accepting any market risk.

In CAPM applications, the risk-free rate is generally recognized by use of U.S. Treasury

securities. Two general types of U.S. Treasury securities are often utilized as the Rf

component - short-term U.S. Treasury bills and long-term U.S. Treasury bonds.

23

24

25

26

I have performed CAPM calculations using the three month average yield (December

2007 - February 2008) for 20-year U.S. Treasury bonds. Over this three month period,

these bonds had an average yield of 4.49 percent.

27

A.

A.
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1 Q. What is beta and what betas did you employ in your CAPM?

2

3

4

5

6

Beta is a measure of the relative volatility (and thus risk) of a particular stock in relation to

the overall market. Betas of less than 1.0 are considered less r isky than the market,

whereas betas greater than 1.0 are more risky. Utility stocks traditionally have had betas

below 1.0. I utilized the most recent Value Line betas for each company in the groups of

proxy utilities.

7

8

9

10

Q- How did you estimate the market risk premium component?

11

The market risk premium component (Rm-Rf) represents the investor-expected premium of

common stocks over  the r isk-free ra te,  or  government  bonds. For  the purpose of

estimating the market risk premium, I considered alternative measures of returns of the

S&P 500 (a broad-based group of large U.S. companies) and 20-year U.S. Treasury bonds.12

13

14

15

16

17

18

19

20

First, I have compared the actual annual returns on equity of the S&P 500 with the actual

annual yields of U.S. Treasury bonds. Schedule 7 shows the return on equity for the S&P

500 group for the period 1978-2006 (all available years reported by S&P). This schedule

also indicates the annual yields on 20-year U.S. Treasury bonds, as well as the annual

differentials (i.e., risk premiums) between the S&P 500 and U.S. Treasury 20-year bonds.

Based upon these returns, I conclude that this version of the risk premium is about 6.4

percent.

21

22

23

24

25

A.

A.

I have also considered the total returns (i.e., dividends/interest plus capital gains/losses)

for the S&P 500 group as well as for the long-teml government bonds, as tabulated by

Ibbotson Associates, using both arithmetic and geometric means. I have considered the

total returns for the entire 1926-2007 period, which are as follows:
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1

2 Aritlnnetic
Geometric

S&P 500
12.3%
10.4%

L-T Gov 't Bonds
5.8%
5.5%

Risk Premium
6.5%
4.9%3

4

5

6

7

8

I conclude from this that the expected risk premium is about 5.9 percent (i.e., average of

all three risk premiums). I believe that a combination of arithmetic and geometric means

is appropriate because investors have access to both types of means and, presumably, both

types are reflected in investment decisions and thus stock prices and cost of capital.

9

10 Schedule 8 shows my CAPM calculations using the risk premium. The results are:

11

12

13
Proxy Group
Hanley Group

Mean
9.7%
9.8%

Median
9.5%
9.7%

14

15 Q- What is your conclusion concerning the CAPM cost of equity?

16

17

The CAPM results collectively indicate a cost of about 9.5 percent to 9.8 percent for the

two groups of comparison utilities.

18

19 x. COMPARABLE EARNINGS ANALYSIS

20 Q- Please describe the basis of the CE methodology.

21

22

23

24

The CE method is derived from the "corresponding risk" standard of the Bluefield and

Hope cases. This method is thus based upon the economic concept of opportunity cost.

As previously noted, the cost of capital is an opportunity cost: the prospective return

available to investors from alternative investments of similar risk.

25

26

27

A.

A.

The CE method is designed to measure the returns expected to be earned on the original

cost book value of similar risk enterprises. Thus, this method provides a direct measure of
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1

2

the fair return, because the CE method translates into practice the competitive principle

underlying regulation.

3

4

5

6

7

8

9

10

The CE method normally examines the experienced and/or projected returns on book

common equity. The logic for examining returns on book equity follows from the use of

original cost rate base regulation for public utilities, which uses a utility's book common

equity to determine the cost of capital. This cost of capital is, in turn, used as the fair rate

of return which is then applied (multiplied) to the book value of rate base to establish the

dollar level of capital costs to be recovered by the utility. This technique is consistent

with the rate base methodology generally used to set utility rates.

11

12 Q-

13

How have you employed the CE methodology in your analysis of Southwest Gas'

common equity cost?

14

15

16

17

18

19

20

I conducted the CE methodology by examining realized returns on equity for several

groups of companies and evaluating the investor acceptance of these returns by reference

to the resulting market-to-book ratios. In this manner, it is possible to assess the degree to

which a given level of return equates to the cost of capital. It is generally recognized for

utilities that market-to-book ratios of greater than one (i.e., 100 percent) reflect a situation

where a company is able to attract new equity capital without dilution (i.e., above book

value). As a result, one obi ective of a fair cost of equity is the maintenance of stock prices

above book value.21

22

23

24

25

26

27

A.

I would further note that the CE analysis, as Shave employed it, is based upon market data

(through the use of market-to-book ratios) and, is thus, essentially a market test. As a

result, my analysis is not subject to the criticisms occasionally made by some who

maintain that past earned returns do not represent the cost of capital. In addition, my

analysis uses prospective returns arid thus is not confined to historical data.
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1 Q- What time periods have you examined in your CE analysis?

2

3

4

5

6

7

8

9

10

My CE analysis considers the experienced equity returns of the proxy groups of utilities

for the period 1992-2006 (i.e., past fifteen years). The CE analysis requires that I examine

a relatively long period of time in order to determine trends in earnings over at least a full

business cycle. Further,  in estimating a fair  level of return for a future period, it  is

important to examine earnings over a diverse period of time in order to avoid any undue

influence from unusual or abnormal conditions that may occur in a single year or shorter

period. Therefore, in forming my judgment of the current cost of equity I have focused on

two periods: 2002-2006 (the past five years - the average length of a business cycle) and

1992-2001 (the most recent complete business cycle).

11

12 Q- Please describe your CE analysis.

13

14

Schedules 9 and 10 contain summaries of experienced returns on equity for several groups

of companies, while Schedule ll presents a risk comparison of utilities versus unregulated

15 firms.

16

17

Schedule 9 shows the earned returns on average common equity and market-to-book ratios

for the two groups of proxy utilities. These can be summarized as follows:

18

19

20
Group

Proxy Group
Hanley Group

Historic
ROE M/B

11.9-13.1% 180-195%
12.0-12.3% 180-184%

Prospective
ROE

12.0- 12.4%
11.6-11.9%

21

22

23

24

25

26

A.

A.

These results indicate that historic returns of 11.9-13.1 percent have been adequate to

provide market-to-book ratios of 180-195 percent for  the groups of proxy utilit ies.

Furthermore, projected returns on equity for 2007, 2008, and 2010-2012 are within a

range of 11.6 percent to 12.4 percent for the utility groups. These relate to 2006 market-

to-book ratios of 191 percent or higher
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1 Q- Have you also reviewed earnings of unregulated firms?

2

3

4

5

6

7

8

Yes. As an alternative, I also examined a group of largely unregulated firms. I have

examined the Standard & Poor's 500 Composite group, because this is a well recognized

group of firms that is widely utilized in the investment community and is indicative of the

competitive sector of the economy. Schedule 10 presents the earned returns on equity and

market-to-book ratios for the S&P 500 group over the past fifteen years. As this Schedule

indicates, over the two periods this group's average earned returns ranged from 14.1-14.7

percent with market-to-book ratios ranging between 284 percent and 341 percent.

9

10 Q- How can the above information be used to estimate the cost of equity for Southwest

11 Gas?

12

13

14

15

16

17

18

The recent earnings of the proxy utility and S&P 500 groups can be utilized as an

indication of the level of return realized and expected in the regulated and competitive

sectors of the economy. In order to apply these retunes to the cost of equity for proxy

utilities, however, it is necessary to compare the risk levels of the utility industry with

those of the competitive sector. I have done this in Schedule ll, which compares several

risk indicators for the S&P 500 group and the utility groups. The information in this

schedule indicates that the S&P 500 group is more risky than the utility proxy groups.

19

20 Q. What return on equity is indicated by the CE analysis?

21

22

23

24

25

26

27

A.

A.

A. Based on the recent earnings and market-to-book ratios, I believe the CE analysis

indicates that the cost of equity for the proxy utilities is no more than 10.0 percent to 10.5

percent (10.25 percent mid-point). Recent returns of 11.8-13.1 percent have resulted in

market-to-book ratios of 180 and greater. Prospective returns of 11.6 percent to 12.4

percent result in anticipated market-to-book ratios of 190 percent or over. As a result, it is

apparent that returns below this level would result in market-to-book ratios of well above

100 percent. Accordingly, an earned return of 10.0 percent to 10.5 percent should result in
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1

2

3

4

a market-to-book ratio of over 100 percent. As I indicated earlier, the fact that market-to-

book ratios substantially exceed 100 percent indicates that historic and prospective returns

of 10 percent to ll percent reflect earnings levels that exceed the cost of equity for those

regulated companies.

5

6

7

8

9

In applying the CE analysis, it also is important to recognize recent trends. My

recommended range of 10.0 percent to 10.5 percent is further supported by the actual

newly authorized returns on common equity from 2002 through June 2007, which are as

follows for U.S. natural gas utilities as authorized by state regulatory agencies:

10

11
12
13
14
15
16
17

Year
2002
2003
2004
2005
2006
2007 (6 months)

ROE
11.03%
10.99%
10.59%
10.46%
10.43%
10.34%

No. of Decisions
21
25
20
26
16
15

18

19

Source: Regulatory Research Associates, "Regulatory Focus" July 3, 2007.

20

21

22

23

24

25

26

27

28

29

Please also note that my CE analysis is not based on a mathematic formula approach, as

are the DCF and CAPM methodologies. Rather, it is based on recent trends and current

conditions in equity markets. Further, it is based on the direct relationship between

returns on common stock and market-to-book ratios of common stock. In utility rate

setting, a fair rate of return is generally based on the utility's assets (i.e., rate base) and the

book value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100 percent, or a bit higher, is fully adequate to

maintain the utility's financial stability. On the other hand, a market price of a utility's

common stock that is 150 percent or more above the stock's book value is indicative of

earnings that exceed the utility's reasonable cost of capital. Thus, actual or projected
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1

2

earnings do not directly translate into a utility's reasonable cost of equity. Rather, they

must be viewed in relation to the market-to-book ratios of the utility's common stock.

3

4

5

6

7

8

9

10

11

My 10.0 percent to 10.5 percent CE recommendation reflects the fact that historic equity

returns of 11.9 percent to 13.1 percent have resulted in market-to-book ratios of 180

percent to 195 percent,  which demonstrates that the equity returns exceed the cost of

capital. Likewise, projected returns of about 11.6 percent to 12.6 percent relate to 2006

market-to-book ratios of 190 percent and over. My 10.0 percent to 10.5 percent CE

recommendation is not designed to result  in market-to-book ratios as low as 1.0 for

Southwest Gas. Rather, it is based on current market conditions and the proposition that

ratepayers should not be required to pay rates based on earnings levels that result in

excessive market-to-book ratios.12

13

14

15

XI. RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three cost of equity analyses.Q-

16 My three methodologies produce the following:

17

18 9.3-10.4%
9.5-9.8%

10.0-10.5%19

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

20

21

22

23

My overall conclusion from these results is a reasonable range of 9.3 percent to 10.5

percent, which focuses on the respective individual model findings. The mid-point of this

range is 9.9 percent.

24

A.
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1 Q- What cost of equity do you recommend for Southwest Gas?

2

3

4

I recommend a cost of equity of 10.0 percent, which is slightly above the 9.9 percent mid-

point of my cost of equity range. I recommend a slightly higher cost of equity to reflect

the lower equity ratio and lower debt ratings of Southwest Gas versus the proxy groups.

5

6 XII. TOTAL COST OF CAPITAL

Q. What is the total cost of capital for Southwest Gas?7

8

9

10

11

A. Schedule 1 reflects the total cost of capital for the Company using the actual capital

structure and costs of short-tenn debt, long-term debt and preferred stock, and my

common equity cost recommendations. The resulting total cost of capital is a range of

8.55 percent to 9.07 percent (8.86 percent with 10.0 percent cost of equity). I recommend

that this 8.86 percent total cost of capital be established for Southwest Gas.12

13

14 Q, Does your cost of capital recommendation provide the company with a sufficient

level of earnings to maintain its financial integrity?15

16

17

18

19

20

Yes, it does. Schedule 12 shows the pre-tax coverage that would result if Southwest Gas

earned my cost of capital recommendation. As the results indicate, my recommended

range would produce a coverage level within the benclnnark range for a Triple B rated

utility. In addition, the debt ratio (which reflects the Company's proposed capital

structure) is within the benchmark for a Triple B rated utility.

21

22

23 Q-

24

XIII. COMMENTS ON COMPANY TESTIMONY

Have you reviewed the cost of capital testimony of Southwest Gas witness Frank J.

Hanley?

25 Yes, I have.

26

A.

A.

A.
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1 Q, What is your understating of his cost of capital recommendation for Southwest Gas?

2 Mr. Hanley is recommending a total cost of capital for Southwest Gas of 9.45 percent, as

follows:3

4

5

6

7

8

9

Long-Tenn Debt
Preferred Stock
Common Equity

Ratios */
51 .0%
4.0%

45.0%

Cost
7.96%
8.20%

11.25%

Weighted
Cost

4.06%
0.33%
5.06%
9.45%

*/ April 30, 2007 cost rates applied to a hypothetical capital structure.

10

11 Q- How does he derive his cost of equity recommendation?

12

13

Mr. Hanley performs the following cost of equity analyses and derives the indicated

results:

Southwest Gas

Proxy Group
of 8 Value
Line LDCs

NMF
10.86%
10.28%
13.42%
11.00%

9.92%
10.96%
10.50%
13.88%
11.00%
0.31%

11.31%

14

15

16

17

18

19

20

21

22

Discounted Cash Flow
Risk Premium
Capital Asset Pricing Model
Comparable Earnings
Indicated Cost of Equity
Investment Risk Adjustment
Recommended Cost of Equity 11.00%

23

24

His recommendation for Southwest Gas is 11.25 percent.

25 Q- Do you have any disagreements with any or all of Mr. Hanley's methodologies and

recommendations?26

27

28

29

A.

A.

A. Yes, I have disagreements with each of his cost of equity methodologies and conclusions,

as well as his proposed 0.31 percent "investment risk adjustment" for Southwest Gas. l

note that, even though Mr. Hanley claims (page 7, lines 4-5) his methodologies and
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1 conclusions are predicated on the Efficient Market Hypothesis ("EMH"), many of the

2

3

"adjustments" he makes to the models are in violation of the EMH.

4 Q- Please begin with his DCF model and conclusions.

5

6

7

8

9

10

Mr. Hanley's 9.92 percent DCF conclusion is shown on Exhibit (FJH-6). It is

apparent from his exhibit that Mr. Hanley only considers the DCF results of two of the

eight companies in his proxy group due to his exclusion of all DCF rates of 9.6 percent or

less, which he rationalizes as "the lowest rate awarded to a gas distribution utility during

the twelve months ended March 2007." I do not believe it is appropriate to exclude

virtually all of his DCF results for this reason. I also note that the currently authorized

11 return on equity for Southwest Gas is less than 9.6 percent.

12

13 Q-

14

15

Mr. Hanley maintains in his testimony on pages 8 and 24-28, that the DCF model

cannot be used as an estimate of the cost of equity for a utility when the market price

of utility stocks exceeds the book value. Do you agree with this position?

16

17

18

19

20

21

22

23

24

No, I do not. Knowledgeable and/or informed investors are aware of the fact that most

utilities have their rates set based on the book value of their assets (i.e., rate base and

capital structure). This knowledge is reflected in the prices that investors are willing to

pay for stocks and thus is reflected in DCF cost rates. To make a modification of the DCF

cost rates, as Mr. Hanley proposes, amounts to an attempt to "reprice" stock values in

order to develop a DCF cost rate more in line with what he thinks the results should be.

This is clearly a violation of the principle of "the EMH", which Mr. Hanley cites

extensively in his testimony. If one believes that markets are efficient, there is no reason

to modify either stock prices or market models based on stock prices.

25

A.

A.
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1 Q-

2

3

On page 26, Mr. Hanley states his view that when market prices exceed the book

value, the DCF results understate the cost of equity. He also postulates that when the

reverse occurs, the DCF results would overstate the cost of capital. Do you have any

comments on this?4

5

6

A.

7

8

9

Yes, I do. I was testifying in utility rate cases in the 1970s and early 1980s, a period

during which utility stock prices were frequently well below book value. Based on my

personal recollections, I cannot remember a single instance in which a utility-sponsored

cost of capital witness advocated that the DCF model overstated the cost of equity. I also

never have taken this position.

10

11

12

13

I also note that I testified in a large number of rate proceedings in which Mr. Hanley and

members of his firm testified. I can recall of no instances in which any AUS witness

testified that the DCF result overstated the cost of equity.

14

15

16

Q- Please describe Mr. Hanley's risk premium methodology and conclusions.

17

18

19

20

21

22

Mr. Hanley's risk premium methodology combines his estimate (6.6 percent) of the

prospective yield on A rated public utility bonds, adjusted by 0.40 percent (for Southwest

Gas) and 0.09 percent (for proxy group) to reflect lower debt ratings with "equity risk

premiums" of 3.86 percent and 4.27 percent to an*ive at a risk premium cost of equity of

10.86 percent to 10.96 percent.

Q. Do you agree with his methodology and conclusions?

23

24

25

A.

A. No, I do not. I note, first, that recent yields on A rated utility bonds are below the 6.60

percent used by Mr. Hanley. This indicates that his "prospective" yields were overstated.

I also disagree with the equity risk premium level of 3.86 percent to 4.27 percent he

employs. Mr. Hanley uses two studies to derive this risk premium and averages the two

results. First, he compares total returns for the S&P over the 1926-2006 period with yields
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l

2

3

4

5

6

7

8

9

10

11

12

13

14

on corporate bonds over the same period, as well as forecasted total returns on stocks

versus prospective yields on corporate bonds to derive an equity risk premium of 6.20

percent. He then multiplies the average by the betas of his LDC proxy groups (in a

CAPM context) to develop his 4.14 percent to 4.29 percent equity risk premium. Use of

total returns over the 1926-2006 period, in connection with bond yields over the same long

period, does not imply that any such relationships are expected by investors in 2008.

First, his methodology is a mis-match since its compares holding period returns (i.e.,

capital gains/losses plus income) with yields on bonds (i.e., only income). In addition, the

1926-2006 period was heavily influenced by the Great Depression, World War II, the high

inflation/interest rate environment of the 1970s/1980s, etc. Such factors are not prevalent

currently and have the effect of inflating risk premiums over those expected by investors.

I believe Mr. Hanley's analyses over-state the required risk premiums at the present time.

The fact that Mr. Hanley's forecasted equity risk premium is some two hundred and sixty

basis points less than the historic risk premium is further indication of this concern.

15

16

17

18

19

20

In addition, I find it inconsistent on his part to defend use of historic data going back to

1926 in his risk premium and CAPM analyses, and to then ignore historic data in his DCF

analyses. I do not see how an investor would place equal weight between returns in 1926

and 2006 in one type of analysis (i.e., risk premium and CAPM) and then give no weight

whatsoever to recent (i.e., 5 years) experience in DCF analysis.

21

22 Q- Please describe Mr. Hanley's CAPM analyses.

23

24

25

26

27

A. Mr. Hanley performs two CAPM analyses. His first CAPM is a "traditional" CAPM,

where he concludes that 10.17 percent to 10.49 percent is the CAPM cost. This uses a risk

free rate of 5.33 percent (projected yield on 30-year U.S. Treasury bonds). Actual 30-year

Treasury bonds have recently yielded below 4.5 percent, which indicates that his

prospective yield was excessive.
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1

2

3

Mr. Hanley also perfonns an "empirical" CAPM analysis, wherein he assigns 75 percent

weight to actual betas for the proxy groups of gas utilities and a 25 percent weight to an

assumed beta of 1 .0 (i.e., the market beta). I disagree with this empirical CAPM.

4

5

6

The use of an empirical CAPM overstates the cost of equity for companies with betas

below that of the market. What the empirical CAPM actually does is inflate the CAPM

7

8

9

10

11

12

13

14

cost for the selected company or industry on one-fourth of its equity and assumes that one-

fourth of the company has the r isk of the overall market.  This is not appropriate for

Southwest Gas or for other utilities because it essentially creates a hypothetical beta that is

used in the place of the actual beta. Investors are provided actual betas by organizations

such as Value Line and it is reasonable to believe that investors rely upon these betas to

some extent in making investment decisions. Mr. Hanley has provided no rationale or

reasons to believe that investors would ignore these published betas and instead rely on

hypothetical betas that are neither published nor readily available.

15

16 Q-

17

Mr. Hanley also maintains that the traditional CAPM understates the cost of equity

for companies with betas below 1.0. Do you agree with his position?

18

19

20

21

No, I do not. Again, Mr. Hanley fails to accept the fact that betas are determined using

actual stock price movements and reflect actual decisions by investors. If one accepts the

Efficient Market Hypothesis, as he does, there is no reason to modify the actual stock

price movements and substitute alterative movements, as the empirical CAPM does.

22

23 Q- Please summarize Mr. Hanley's comparable earnings method.

24

25

26

A.

A. Mr. Hanley's comparable earnings analysis examines the forecasted returns on equity for

two groups of 23 and 34 non-utility companies which he perceives as being of similar risk

to Southwest Gas and his LDC proxy group. For the 23 companies, he calculated a 5-year
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1 forecasted return of 13.42 percent. The corresponding number  for  the group of 34

2 companies is 13.88 percent.

3

4

5

6

7

believe this analysis is an improper mechanism for estimating the cost of common equity

for Southwest Gas. The equivalence of beta values (i.e.,  the basis for his selection of

comparison companies) does not indicate that the expected earnings and cost of common

equity for these non-utilities and utilities are the same. The projected 3-5 year returns for

8 the non-utilities is 13.42 and 13.88 percent in Mr. Hanley's Exhibit (FTH-13) whereas

9

10

11

12

13

the respective returns for Mr. Hanley's proxy group of LDC utility companies is only

11.6-11.9 percent (my Schedule 9). This difference in returns demonstrates that utilities

are able to maintain similar Value Line betas to non-utilities even though their expected

earnings are substantially lower than those of the non-utilities. This result indicates that

the expected earnings for the non-utilities are greater than for utilities such as Southwest

14 Gas.

Q- Mr. Hanley concludes that the "indicated cost of equity" for his proxy group is 11.0

percent, which he increases by some 0.31 percent to reflect his perception of a

required "investment risk adjustment" for Southwest Gas. What is your response to

this proposed adjustment?

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

I disagree with Mr. Hanley's proposed investment risk adjustment for Southwest Gas. Mr.

Hanley's 0.31 percent investment risk adjustment (which forms the basis for his 11.25

percent recommendation,  which actually incorporates a  0.25 percent adjustment for

Southwest Gas) is based on the yield differentials between A rated utility bonds and BBB

rated utility bonds (see page 54,  lines 6-8 and Sheet 3 of Mr.  Hanley's FJH-1).  Mr.

Hanley is maintaining that, since Southwest Gas has lower debt ratings than his proxy

group, the Company's cost of equity should be higher than that for the proxy group by the

same differential as the yield differential between A rated and BBB rated utility bonds.

A.

I do not believe that Mr. Hanley's proposed financial risk adjustment is warranted. As I

noted in an earlier section of my testimony, Southwest Gas has historically maintained a
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1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

lower equity ratio than most gas distribution utilities, which clearly has been a significant

factor its lower bond ratings. In addition, during much of the late 1980s and 1990s,

Southwest Gas owned a savings bank, which was a negative influence on the Company's

financial performance and security ratings. Neither of these factors presently exist for

Southwest Gas. The Company's  common equity ra t io is  now s imila r  to other  gas

distribution utilities and the savings bank has been sold. It does appear, however, that the

lingering effects of these factors still influence the Company's ratings, especially the

historically lower equity ratios.

As a result, I do not believe it is appropriate to add the full 0.31 percent (or 0.25 percent)

differential to establish the cost of equity for Southwest Gas. I note, further, that Mr.

Hanley's  own ana lyses  show the same "indica ted common equity cost  r a te before

investment risk adjustments" as shown on his FJH-1, page 2, which indicates the same

cost rate for Southwest Gas and his proxy group.

15

16 XIV. FAIR VALUE RATE BASE COST OF CAPITAL

17 Q-

18

What is your understanding of Southwest Gas' position on the issue of fair value rate

base and related cost of capital implications?

19

20

21

It is my understanding that Southwest Gas is requesting that the fair value of its rate base

be used in developing its rates. The Company does not appear to be requesting that its

weighted cost of capital be applied to the level of its fair value rate base.

22

23 Q-

24

What is your understanding of the Commission's procedure for utilizing the fair

value of rate base in setting utility rates?

25

26

27

My "non-legal understanding" is that the Commission must consider the fair value of a

utility's assets in setting rates. However ,  I  do not  agree tha t  this  implies  tha t  the

Company's cost of capital must be applied to the fair value of the rate base.

28

A.

A.
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1 Q-

2

Are you aware that the Commission has recently conducted a "remand" hearing on

the issue of regulatory treatment of fair value rate base for Chaparral City Water

3

4

5

6 The

7

8

Company?

Yes, I am. In January of this year, the Commission conducted a public hearing in

response to a remand by the Arizona Appeals Court (Appeals No. CA-CC 05-002)

decisions in Chaparral City Water Company (Docket No. W-02ll3A-04-0616).

purpose of this healing was to determine the appropriate cost of capital to be applied to an

Arizona utility's fair value rate base.

9

10 Q- What is your understanding of the use of fair value rate base in Arizona?

11

12

13

14

15

16

17

18

19

My "non-legal understanding" is based in part on the 2006 Arizona Court of Appeals

decisions in the Chaparral City case (Docket No. 02113A-04-0616), that indicates that the

Court agreed with the Commission that "the cost of capital analysis 'is geared to concepts

of original cost measures of rate base, not fair value measures of rate base .. "  The

decision goes on to make the following statement: "If the Commission determines that the

cost of capital analysis is not the appropriate methodology to determine the rate of return

to be applied to the FVRB, the Commission has the discretion to determine the appropriate

methodology." It is correspondingly the purpose of this section of my testimony to

recommend an "appropriate methodology" for use in conjunction with a FVRB.

20

21 Q-

22

23

Do you have any observations based upon your own experience in cost of capital

determination, as to whether a cost of capital developed for application to an original

cost rate base is consistent with a fair value rate base?

24

25

26

Yes, I do. It is my personal experience, based upon over 35 years of providing cost of

capital testimony, that the concept of cost of capital is designed to apply to an original cost

rate base. This is the case since the cost of capital is derived from the liabilities/owners'

A.

A.

A.

3 CA-CC 05-0002, Memorandum Decision dated February 13, 2007.
4 4 CA-CC 05-0002, Memorandum Decision dated February 13, 2007.
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1

2

3

4

5

6

7

8

equity side of a utility's balance sheet using the book values of the capital structure

components. The cost of capital, once determined, is then applied to (i.e., multiplied by)

the rate base, which is derived from the asset side of the balance sheet (i.e.,OCRB). From

a financial perspective, the rationale for this relationship is that the rate base is financed by

the capitalization. Under this relationship, a provision is provided for investors (both

lenders and owners) to receive a return on their invested capital. Such a relationship is

meaningful as long as the cost of capital is applied to the original cost (i.e., book value)

rate base, because there is a matching of rate base and capitalization.

9

10

11

12

13

14

15

16

17

When the concept of fair value rate base is incorporated, however, this link between rate

base and capital structure is broken. The amount of fair value rate base that exceeds

original cost rate base is not financed with investor-supplied funds and, indeed, is not

financed at all. As a result, a customary cost of capital analysis cannot be automatically

applied to the fair value rate base since there is no financial link between the two concepts.

In my "non-legal" opinion, both the Commission and Appeals Court have also recognized

this lack of compatibility between a customary weighted cost of capital ("WCOC")

analysis and FVRB.

18

19 Q-

20

Why is it important that there be a link between the concepts of rate base and cost of

capital?

21

22

23

24

This link is important since financial theory indicates that investors should be provided an

opportunity to earn a return on the capital they provided to the utility. Since the capital

finances the rate base (in an original cost world), the link between cost of capital and rate

base satisfies this financial objective.

25

A.
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1 Q-

2

Based on your experience as a cost of capital witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

Southwest Gas?3

4

5

6

7

8

9

Yes, I do. Since the increment between fair value rate base and original cost rate base is

not financed with investor-supplied funds, it is logical and appropriate, from a financial

standpoint, to assume that this increment has no financing cost. As a result, the cost of

capital, through the capital structure, can be modified to account for a level of cost-free

capital in an equal dollar amount to the increment of FVRB over the OCRB. Such a

procedure would still provide for a return being earned on all investor-supplied funds and

would thus be consistent with financial standards.10

11

12 Q- Have you made such a proposal in this proceeding?

13

14

Yes, I have. As is shown below, I have developed a capital structure and FVROR that

applies to Southwest Gas' FVRB.

15
Fair

Value
Return16 Cost

17

18

7.96%
8.20%
10.0%
0.00%

19

Item _
Short-term Debt"
Long-term Debt
Preferred Stock
Common Equity
FVRB Increments
Total FVRB Capital

Amount

$0
557,641,284
47,969,143

465,129,366
323,152,085

$1,393,891,878

Percent
0.00%

40.01%
3.44%

33.37%
23.18%

100.00%

3.18%
0.28%
3.34%
0.00%
6.80%

20

21

22

23

24

25

Applying this 6.80 percent to the FVRB provides for a return on all investor-supplied

capital and is therefore an appropriate rate to apply to the FVRB from a financial and

economic standpoint. As such, it provides for an appropriate fair value rate of return to be

applied to a FVRB.

A.

A.

5 As is the case for my cost of capital calculations, no short-term debt is included since the Company had none at the
end of the test period.
6 FVRB minus OCRB.



Direct Testimony of David C. Purcell
Docket No. G-01551A-07-0504
Page 45

1 Q_

2

Have you developed an alternative method with which to apply a FVROR to a

FVRB?

3

4

Yes, I have. Should the Commission determine that there should be a specific return

(greater than zero) applied to the FVRB Increment, Shave provided such a procedure.

5

6 Q-

7

Why is it necessary to add a return on only the portion of FVRB that exceeds the

OCRB?

8

9

10

11

The WCOC authorized by the Commission has already provided for a full cost of equity

return and cost of debt on the portions of equity and debt capital that are supporting the

OCRB portion of the FVRB. As a result, there is no need to provide any additional return

on the portions of FVRB supported by common equity and debt.

12

13

14

15

16

17

Stated differently, both the cost of debt and the return on common equity (i.e., capital

stock, paid-in capital, and retained earnings - the investment of common shareholders) are

already provided for in a traditional WCOC. Only the portion of the FVRB that exceeds

OCRB ("Fair Value Increment") needs to have a specific return identified in order to

reflect a return component on that Fair Value Increment.

18

19 Q- What is the proper cost rate to apply to the Fair Value Increment?

20 A .

21

22

23

24

25

26

27

A.

A.

As I indicated previously, from a financial perspective, it should not be necessary to

provide for any return on the Fair Value Increment since this is not investor-supplied

capital. However, the Commission may choose to evaluate this issue from both a financial

and a public policy perspective. I am aware that Southwest Gas may claim that the

concept of fair value carries with it the notion that investors should receive some benefit

when fair value is greater than original cost and should suffer some detriment when fair

value is less than original cost. It is possible that the Commission may determine that

Arizona's fair value provision, which is somewhat unique, is not inconsistent with these
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1

2

3

4 the Fair Value Increment,

5

concepts. Nonetheless, the idea that the Company should receive some benefit from the

Fair Value Increment does not mean that one should automatically apply to the FVRB a

WCOC developed by reference to original cost rate base. If it  is determined that it is

desirable to provide an additional (non-zero) return on the

proper return should be no larger than the real (i.e., after inflation is removed) risk-free

rate of return.6

7

8 Q- What is the risk-free return?

9 The risk-free return is, in financial terms, the return on an investment that carries little or

10 no risk. Risk-free investments are universally defined as U.S. Treasury Securities, with

11

12

13

14

15

short-term maturities usually being used as the risk-free rate. Over the past several

months, various maturities of U.S. Treasury securities have yielded from about 2.0 percent

(short-term) to 4.5 percent (long-term) in nominal terms. Rates have declined recently. I

also note that 2008-2009 forecasts of U.S. Treasury securities are about 4.0 percent to 4.5

percent. As a result, I use 4.5 percent as the nominal risk-free rate.

16

17 Q- What is the "real" risk-free rate?

18

19

20

21

22

The concept of real rates involves the removal of the rate of inflation from the nominal

risk-free rate. In 2007, the rate of inflation, as measured by the Consumer Price Index

("CPI"), was 4.1 percent. Forecasts of the CPI for 2008-2009 are about 2 percent. As a

result, I propose to use a 2 percent inflation rate for computing the real risk-free rate,

which is computed as follows :

23

24 Nominal Risk-Free Rate 4.5%

25 Less: Inflation Rate 2.0%

26 Equals: Real Risk-Free Rate 2.5%

27

A.

A.
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1 Q-

2

Please explain why Southwest Gas' FVROR should consider the real risk-free rate,

as opposed to the nominal risk-free rate.

3

4

5

6

The investors of Southwest Gas are already receiving an inflation factor due to the

inclusion of inflation in the FVRB Increment. Specifically, the Fair Value Increment

incorporates inflation by considering the current value of assets, which reflect, in part, past

inflation. It would be double~counting to also include the inflation components in the

7 return to be applied to the FVRB Increment.

8

9 Q, What return on the Fair Value Increment do you recommend in your alternative

10 FVROR proposal?

11

12

13

14

15

16

17

18

19

20

My alternative FVROR proposal incorporates a return on the Fair Value Increment with a

maximum value of 2.5 percent, as developed above. However, I wish to emphasize that

this 2.5 percent value is the maximum value that could be applied to the FVRB Increment.

In reality, any value between zero percent and 2.5 percent could be used as the cost rate on

the FVRB Increment. As I stated above, this Fair Value Increment return is in addition to

the return that the Company's investors already am on their investment in the Company.

In this sense, an above-zero cost rate for the fair value increment represents a bonus to the

Company that would have to find its justification in policy considerations instead of in

pure economic or financial principles, for that reason, the selection of an appropriate cost

rate within this range should fall to the Commission's discretion. I would propose the

21 mid-point of this range, or 1.25 percent.

22

23 Q- What is the resulting impact of your alternative proposal in this proceeding?

24 I am proposing the following modified FVROR for Southwest Gas :

25

A.

A.

A.
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1

2
3
4

Cost Return

5

7.96%
8.20%

10.00%
1.25%6

Capital Item
Short-term Debt
Long-tenn Debt
Preferred Stock
Common Equity
FVRB Increment
Total

Percent
0.00%

40.07%
3.44%

33.37%
23.18%

100.00%

3.18%
0.28%
3.34%
0.29%
7.09%

7

8

9

As shown in the above table, this alternative proposal provides for a non-zero return on

the Fair Value Increment of Southwest Gas, and provides for an overall fair value rate of

10 return of 7.09 percent on the FVRB.

11

12 Q-

13

Of the two alternative proposals for determining the fair value rate of return that

should be applied to the FVRB, which one do you believe is more appropriate and

14 why?

15

16

17

18

19

20

From a financial perspective, I believe the first proposal (i.e., zero-cost for FVRB

Increment) is most appropriate. This proposal is consistent with financial principles and

would fully compensate the Company's investors for their investment. In addition, this

proposal utilizes the FVRB of the Company. If the Commission were to determine that a

non-zero return on the Fair Value Increment is desirable, the alternative (i.e., a 1.25%

cost-rate for the FVRB increment) is not inappropriate.

21

22 Q. Do these proposals provide for a return on the FVRB of Southwest Gas?

23 Yes, they do.

24

25 Q- Will Staff continue to evaluate appropriate methods for determining the fair value

rate of return on fair value rate base?26

27

28

A.

A.

A. It is my understanding that the Commission Staff will continue to consider these issues in

the context of future rate cases. Individual rate cases present different issues and varying

sets of circumstances. For example, if one were to assign a non-zero cost rate to the fair
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1

2

3

4

value increment, it may be appropriate to determine the cost of equity to reflect a

reduction in risk. Shave not proposed such an adjustment in this case, but these issues may

appear as Staff continues to consider appropriate methods for determining and evaluating

the concept of fair value rate of return on fair value rate base.

5

6 Q- Does this conclude your Direct Testimony?

7 A. Yes.
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Institute and State University

ACADEMIC HONORS

Omicron Delta Epsilon - Honor Society in Economics
Beta Gamma Sigma - National Scholastic Honor Society of Business Administration
Alpha Iota Delta - National Decision Sciences Honorary Society
Phi Kappa Phi - Scholastic Honor Society

PROFESSIONAL DESIGNATIONS

Certified Rate of Return Analyst - Founding Member
Member of Association for Investment Management and Research (AIMR)

RELEVANT EXPERIENCE

Financial Economics -- Advised and assisted many Virginia banks and savings and loan associations
on organizational and regulatory matters. Testified approximately 25 times before the Virginia State
Corporation Commission and the Regional Administrator of National Banks on matters related to
branching and organization for banks, savings and loan associations, and consumer finance
companies. Advised financial institutions on interest rate structure and loan maturity. Testified
before Virginia State Corporation Commission on maximum rates for consumer finance companies.
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Testified before several committees and subcommittees of Virginia General Assembly on numerous
banking matters.

Clients have included First National Bank of Rocky Mount, Patrick Henry National Bank, Peoples
Bank of Danville, Blue Ridge Bank, Bank of Essex, and Signet Bank.

Published a r t icles  in law reviews
banking/financial services industry.

and other  per iodica ls  on s t ructure and regula t ion of

Utility Economics -- Performed numerous financial studies of regulated public utilities. Testified in
over 300 cases before some thirty state and federal regulatory agencies.

Prepared numerous rate of return studies incorporating cost of equity determination based on DCF,
CAPM, comparable earnings and other models. Developed procedures for identifying differential
risk characteristics by nuclear construction and other factors.

Conducted studies with respect to cost of service and indexing for determining utility rates, the
development of annual review procedures for regulatory control futilities, fuel and power plant cost
recovery adjustment clauses, power supply agreements among affiliates, utility franchise fees, and
use of short-tenn debt in capital structure.

Presented expert  testimony before federal regulatory agencies Federal Energy Regulatory
Commission, Federal Power Commission, and National Energy Board (Canada), state regulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, District of
Columbia, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky, Maine, Maryland,
Missouri, Nebraska, Nevada, New Hampshire, New Jersey, New Mexico, Ohio, Oklahoma, Ontario
(Canada),  Pennsylvania,  South Carolina,  Texas,  Utah,  Vermont,  Virginia,  West Virginia,
Washington, Wisconsin, and Yukon Tem'tory (Canada).

Published articles in law reviews and other periodicals on the theory and purpose of regulation and
other regulatory subj ects.

Clients served include state regulatory agencies in Alaska, Arizona, Delaware, Missouri, North
Carolina, Ontario (Canada), and Virginia, consumer advocates and attorneys general in Alabama,
Arizona, District of Columbia, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky,
Maryland, Nevada, New Mexico, Ohio, Oklahoma, Pennsylvania, South Carolina, Texas, Utah,
Vermont, Virginia, and West Virginia, federal agencies including Defense Communications Agency,
the Department of Energy, Department of the Navy, and General Services Administration, and
various organizations such as Bath Iron Works, Illinois Citizens' Utility Board, Illinois Governor's
Office ofConsulner Services, Illinois Small Business Utility Advocate, Wisconsin's Enviromnental
Decade, Wisconsin's Citizens Utility Board, and Old Dominion Electric Cooperative.
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Insurance Economics -- Conducted analyses of the relationship between the investment income
earned by insurance companies on their portfolios and the premiums charged for insurance.
Analyzed impact of diversification on financial strength of Blue Cross/Blue Shield Plans in Virginia.

Conducted studies of profitability and cost of capital for property/casualty insurance industry.
Evaluated risk of and required return on surplus for various lines of insurance business.

Presented expert testimony before Virginia State Corporation Commission concerning cost of capital
and expected gains from investment portfolio. Testified before insurance bureaus of Maine, New
Jersey, North Carolina, Rhode Island, South Carolina and Vermont concerning cost of equity for
insurance companies.

Prepared cost of capital and investment income return analyses for numerous insurance companies
concerning several lines of insurance business. Analyses used by Virginia Bureau of Insurance for
purposes of setting rates.

Special Studies -- Conducted analyses which evaluated the financial and economic implications of
legislative and administrative changes. Subj et matter of analyses include returnable bottles, retail
beer sales, wine sales regulations, taxi-cab taxation, and bank regulation. Testified before several
Virginia General Assembly subcommittees.

Testified before Virginia ABC Commission concerning economic impact of mixed beverage license.

Clients include Virginia Beer Wholesalers, Wine Institute, Virginia Retail Merchants Association,
and Virginia Taxicab Association.

Franchise, Merger & Anti-Trust Economics -- Conducted studies on competitive impact on market
structures due to joint ventures, mergers, franchising and other business restructuring. Analyzed the
costs and benefits to parties involved in mergers. Testified in federal courts and before banking and
other regulatory bodies concerning the structure and performance of markets, as well as on the
impact of restrictive practices.

Clients served include Dominion Bankshares, asphalt contractors, and law firms.

Transportation Economics -- Conducted cost of capital studies to assess profitability foil pipelines,
trucks, taxicabs and railroads. Analyses have been presented before the Federal Energy Regulatory
Commission and Alaska Pipeline Commission in rate proceedings. Served as a consultant to the
Rail Services Planning Office on the reorganization of rail services in the U.S.
Economic Loss Analyses -- Testified in federal courts, state courts, and other adjudicative forums
regarding the economic loss sustained through personal and business injury whether due to bodily
harm, discrimination, non-perfonnance, or anticompetitive practices. Testified on economic loss to a
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commercial bank resulting from publication of adverse information concerning solvency. Testimony
has been presented on behalf of private individuals and business firms.

MEMBERSHIPS

American Economic Association
Virginia Association of Economists
Richmond Society of Financial Analysts
Financial Analysts Federation
Society of Utility and Regulatory Financial Analysts

Board of Directors 1992-2000
Secretary/Treasurer l994-1998
President 1998-2000

RESEARCH ACTIVITY

Books and Major Research Reports

"Stock Price As An Indicator of Performance," Master of Arts Thesis, Virginia Tech, 1970

"Revision of the Property and Casualty Insurance Ratemaldng Process Under Prior Approval
in the Commonwealth of Virginia," prepared for the Bureau of Insurance of the Virginia
State Corporation Commission, with Charles Schotta and Michael J. Ilea, 1971

"An analysis of the Virginia Consumer Finance Industry to Detennine the Need for
Restructuring the Rate and Size Ceilings on Small Loans in Virginia and the Process by
which They are Governed," prepared for the Virginia Consumer Finance Association, with
Michael J. Ilea, 1973

State Banks and the State Corporation Commission: A Historical Review, Technical
Associates, Inc., 1974

"A Study of the Implications of the Sale of Wine by the Virginia Department of Alcoholic
Beverage Control", prepared for the Virginia Wine Wholesalers Association, Virginia Retail
Merchants Association, Virginia Food Dealers Association, Virginia Association of Chain
Drugstores, Southland Corporation, and the Wine Institute, 1983.

"Performance and Diversification of the Blue Cross/Blue Shield Plans in Virginia: An
Operational Review", prepared for the Bureau of Insurance of the Virginia State Corporation
Commission, with Michael J. Ilea and Alexander F. Skidpan, 1988.

The Cost of Capital - A Practitioners' Guide, Society of Utility and Regulatory Financial
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Analysts, 1997 (previous editions in 1991, 1992, 1993, 1994, and 1995).

Papers Presented and Articles Published

"The Differential Effect of Ba;nd< Structure on the Transmission of Open Market Operations,"
Western Economic Association Meeting, with Charles Schotta, 1971

"The Economic Objectives of Regulation: The Trend in Virginia," (with Michael J. Ilea),
William and Mary Law Review, Vol. 14, No. 2, 1973

"Evolution of the Virginia BaMdng Structure, 1962- 1974: The Effects of the Buck-Holland
Bill", (with Michael J. Ilea), William and Marv Law Review, Vol. 16, No. 3, 1975

"Banking Structure and Statewide Branching: The Potential for Virginia", William and Mary
Law Review, Vol. 18, No. 1, 1976

"Bank Expansion and Electronic Banking: Virginia Banking Structure Changes Past,
Present, and Future," William and Mary Business Review," Vol. 1, No. 2, 1976

"Electronic Banking - Wave of the Future?" (with James R. Marchand), Journal of
Management and Business Consulting, Vol. l, No. l, 1976

"The Pricing of Electricity" (with James R. Marchand), Journal of Management and Business
Consulting, Vol. 1, No. 2, 1976

"The Public Interest - Bank and Savings and Loan Expansion in Virginia" (with Richard D.
Rogers), University of Richmond Law Review, Vol. ll, No. 3, 1977

"When Is It In the 'Public Interest' to Authorize a New Bank?", University of Richmond Law
Review, Vol. 13, No. 3, 1979

"Banking Deregulation and Its Implications on the Virginia Banking Structure," William and
Mary Business Review, Vol. 5, No. l, 1983

"The Impact of Reciprocal Interstate Banking Statutes on The Performance of Virginia Bank
Stocks", with William B. Harrison, Virginia Social Science Journal, Vol. 23, 1988

"The Financial Perfonnance of New Banks in Virginia", Virginia Social Science Journal,
Vol. 24, 1989

"Identifying and Managing Community Ba1N< Performance After Deregulation", with
William B. I-larnlson, Journal of Managerial Issues, Vol. II, No. 2, Summer 1990
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"The Flotation Cost Adjustment To Utility Cost of Common Equity - Theory, Measurement
and Implementation," presented at Twenty-Fifth Financial Forum, National Society oRate
of Return Analysts, Philadelphia, Pennsylvania, April 28, 1993 .

Biography of Myon Edison Bristow, Dictionary of Virginia Biography, Volume 2, 2001 .
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SOUTHWEST GAS CORP.
TOTAL COST OF CAPITAL

Item Amount Percent Cost weighted Cost

Short-Term Debt 0.00% 0.00%$0

52.08% 7.96% 4.15%Long-Term Debt

Preferred Stock 4.48% 8.20% 0.37%

Common Equity

$1 ,163,505,877

$100,000,000

$970,385,472 43.44% 9.30% 10.50% 4.04% 4.56%

Total $2,233,891,349 100.00% 8.55% 9.07%

8.86% With 10.0% ROE
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

1975 - 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

-1.1%
5.4%
5.5%
5.0%
2.8%
-0.2%
1.8%
-2.1%

-8.9%
10.8%
5.9%
5.7%
4.4%
-1 .9%
1.9%
-4.4%

8.5%
7.7%
7.0%
6.0%
5.8%
7.0%
7.5%
9.5%

7.0%
4.8%
6.8%
9.0%

13.3%
12.4%
8.9%
3.8%

6.6%
3.7%
6.9%
9.2%

12.8%
11.8%
7.1%
3.6%

1983
1984
1985
1986
1987
1988
1989
1990
1991

4.0%
6.8%
3.7%
3.1 %
2.9%
3.8%
3.5%
1.8%
-0.5%

1983 l 1991 Cycle
3.7% 9.5%
9.3% 7.5%
1.7% 7.2%
0.9% 7.0%
4.9% 6.2%
4.5% 5.5%
1.8% 5.3%
-0.2% 5.6%
-2.0% 6.8%

3.8%
3.9%
3.8%
1.1%
4.4%
4.4%
4.6%
6.1%
3.1%

0.6%
1.7%
1.8%
-2.3%
2.2%
4.0%
4.9%
5.7%
-0.1%

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

3.0%
2.7%
4.0%
2.5%
3.7%
4.5%
4.2%
4.5%
3.7%
0.8%

1992 _ 2001 Cycle
3.1 % 7.5%
3.3% 6.9%
5.4% 6.1 %
4.8% 5.6%
4.3% 5.4%
7.2% 4.9%
6.1% 4.5%
4.1% 4.2%
4.5% 4.0%
-3.5% 4.7%

2.9%
2.7%
2.7%
2.5%
3.3%
1.7%
1.6%
2.7%
3.4%
1.6%

1.6%
0.2%
1.7%
2.3%
2.8%
-1.2%
0.0%
2.9%
3.6%
-1.6%

Current Cycle
2002
2003
2004
2005
2006
2007

1.6%
2.5%
3.6%
3.1 %
2.9%
2.2%

0.0%
1.1%
2.5%
3.2%
3.9%
2.1%

5.8%
6.0%
5.5%
5.1%
4.6%
4.6%

2.4%
1.9%
3.3%
3.4%
2.5%
4. t%

1.2%
4.0%
4.2%
5.4%
1.1%
6.3%

*GDp=Gross Domestic Product

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Unemploy-
ment
Rate

Consumer
Price Index

Producer
Price Index

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

2.7%
2.2%
2.4%
0.2%

-3.8%
-1 .2%
0.8%
1.4%

5.6%
5.9%
5.8%
5.9%

2.8%
0.9%
2.4%
1.6%

4.4%
-2.0%
1.2%
0.4%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr,

1.2%
3.5%
7.5%
2.7%

1,1%
-0.9%
-0.9%
1.5%

5.8%
6.2%
6.1%
5.9%

4.8%
0.0%
3.2%
-0.3%

5.6%
-0.5%
3.2%
2.8%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
3.5%
3.6%
2.5%

2.8%
4.9%
4.6%
4.3%

5.6%
5.6%
5.4%
5.4%

5.2%
4.4%
0.8%
3.6%

5.2%
4.4%
0.8%
7.2%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.1%
2.8%
4.5%
1.2%

3.8%
3.0%
2.7%
2.9%

5.3%
5.1%
5.0%
4.9%

4.4%
1.6%
8.8%
-2.0%

5.6%
-0.4%
14.0%
4.0%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

4.8%
2.4%
1.1%
2.1%

3.4%
4.5%
5.2%
3.5%

4.7%
4.6%
4.7%
4.5%

4.8%
4.8%
0.4%
0.0%

-0.2%
5.6%
-4.4%
3.6%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

0.6%
3.8%
4.9%
0.6%

2.5%
1.6%
1.8%
1.7%

4.5%
4.5%
4.6%
4.8%

4.8%
5.2%
1.2%
5.6%

6.4%
6.8%
1.2%

12.8%

Source: Council of Economic Advisors, Economic Indicators, various issues.
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INTEREST RATES

Year
Prime
Rate

US Treas
T Bills

3 Month

us Treas
T Bonds
10 Year

Utility
Bonds
Aaa

Utility
Bonds

Aa

Utility
Bonds

A

Utility
Bonds
Baa

1975
1976
1977
1978
1979
1980
1981
1982

7.85%
6.84%
6.83%
9.06%
12.67%
15.27%
18.89%
14.86%

5.84%
4.99%
5.27%
7.22%

10.04%
11.51%
14.03%
10.69%

1975 - 1982 Cycle
7.99% 9.03%
7.61 % 8.63%
7.42% 8.19%
8.41 % 8.87%
9.44% 9.86%

11.46% 12.30%
13.93% 14.64%
13.00% 14.22%

9.44%
8.92%
8.43%
9.10%
10.22%
13.00%
15.30%
14.79%

10.09%
9.29%
8.61%
9.29%

10.49%
13.34%
15.95%
15.86%

10.96%
9.82%
9.06%
9.62%

10.96%
13.95%
16.60%
16.45%

1983
1984
1985
1986
1987
1988
1989
1990
1991

10.79%
12.04%
9.93%
8.33%
8.21%
9.32%
10.87%
10.01%
8.46%

8.63%
9.58%
7.48%
5.98%
5.82%
6.69%
8.12%
7.51%
5.42%

1983 . 1991 Cycle
11.10% 12.52%
12.44% 12.72%
10.62% 11.68%
7.68% 8.92%
8.39% 9.52%
8.85% 10.05%
8.49% 9.32%
8.55% 9.45%
7.86% 8.85%

12.83%
13.66%
12.06%
9.30%
9.77%
10.26%
9.56%
9.65%
9.09%

13.66%
14.03%
12.47%
9.58%
10.10%
10.49%
9.77%
9.86%
9.36%

14.20%
14.53%
12.96%
10.00%
10.53%
11.00%
9.97%
10.06%
9.55%

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

6.25%
6.00%
7.15%
8.83%
8.27%
8.44%
8.35%
8.00%
9.23%
6.91 %

3.45%
3.02%
4.29%
5.51%
5.02%
5.07%
4.a1%
4.66%
5.85%
3.45%

1992 _ 2001 Cycle
7.01 % 8.19%
5.87% 7.29%
7.09% 8.07%
6.57% 7.68%
6.44% 7.48%
6.35% 7.43%
5.26% 6.77%
5.65% 7.21%
6.03% 7.88%
5.02% 7.47%

8.55%
7.44%
8.21%
7.77%
7.57%
7.54%
6.91%
7.51%
8.06%
7.59%

8.69%
7.59%
8.31%
7.89%
7.75%
7.60%
7.04%
7.62%
8.24%
7.78%

8.86%
7.91%
8.63%
8.29%
8.16%
7.95%
7.26%
7.88%
8.36%
8.02%

Current Cycle
2002
2003
2004
2005
2006
2007

4.67%
4.12%
4.34%
6.19%
7.96%
8.05%

1.62%
1.02%
1.38%
3.16%
4.73%
4.41%

4.61%
4.01 %
4.27%
4.29%
4.80%
4.63%

[1] 7.19%
6.40%
6.04%
5.44%
5.84%
5.94%

7.37%
6.58%
6.16%
5.65%
6.07%
6.07%

8.02%
6.84%
6.40%
5.93%
6.32%
6.33%

[1] Note: Moody's has not published Aaa utility bond yields since 2001 .

Sources: Council of Economic Advisors, Economic Indicators, Moody's Bond Record, Federal
Reserve Bulletin, various issues.
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INTEREST RATES

Year
Prime
Rate

US Treas
T Bills

3 Month

us Treas
T Bonds
10 Year

Utility
Bonds
Aaa m

Utility
Bonds

As

ueilicy
Bonds

A

Utility
Bonds
Baa

zoos
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

4.25%
4.25%
4.25%
4.25%
4.25%
4.00%
4.00%
4. 00%
4.00%
4.00%
4.00%
4.00%

1.17%
1.16%
1.13%
1.14%
1.08%
0.95%
0.90%
0.96%
0.95%
0.93%
0.94%
0.90%

4.05%
3.90%
3.81 %
3.96%
3.57%
3.33%
3.98%
4.45%
4.27%
4.29%
4. 30%
4.27%

m s. 87%
asses
s. 56%
6.47%
6.20%
6.12%
6.37%
6.48%
6.30%
6.28%
6.26%
6.18%

7.05%
s. 93%
6.79%
6.64%
5.36%
8.21 as
5.57%
8.78%
6.56%
8.43%
6.37%
5.27%

7.47%
1. 17%
7.05%
6.94%
5.47%
6.30%
6.67%
7.08%
s. 87%
s. 79%
6.69%
6.61 %

2004
Jan
Feb
Mar
Apr
May
June
July
Aus
Sept
Oct
Nov
Dec

2005

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.25%
4.50%
4.75%
4.75%
5.00%
5.25%

0.89%
0.92%
0.94%
0.94%
1.04%
127%
135%
1.48%
155%
1 .75%
2.06%
2.20%

4. 15%
4.08%
3.83%
4.35%
4.72%
4.73%
4.50%
4.28%
4.13%
4.10%
4.19%
4.23%

5.06%
s. 10%
5.93%
8.33%
aessf.
s. 30%
5.09%
5.95%
5.79%
5.74%
5.79%
5.78%

s. 15%
s. 15%
5.97%
s. 35%
6.62%
5.46%
8.27%
5.14%
5.98%
5.94%
5.97%
5.92%

6.47%
6.28%
e. 12%
6.46%
6.75%
6.84%
6.67%
6.45%
6.27%
s. 17%
s. 16%
s. 10%

Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

zoos

5.25%
5. 50%
5.75%
5.75%
6.00%
5.25%
8.25%
8.50%
5.75%
6.75%
7.00%
7.25%

2. 32%
2. 53%
2. 75%
2. 79%
2. asst.
2.99%
3.22%
3.45%
3.47%
3.70%
3.90%
3.89%

4.22%
4.17%
4.50%
4. 34%
4. 14%
4.00%
4.18%
4.26%
4.20%
4.46%
4.54%
4.47%

5.6896
5.55%
5.76%
5.56%
5.39%
5.05%
s. 18%
5.23%
5.27%
5.50%
5.58%
5.55%

5.78%
5.61 as
5.83%
5.64%
5.53%
5.40%
5.51 %
5.50%
5. 52%
5.79%
5. 88%
5.80%

5.95%
5.76%
5.01 as
5.95%
5.88%
5.70%
5.81 as
5.80%
5.83%
8.08%
s. 19%
8.14%

Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

7.50%
7 . 50%
7.75%
7.75%
8. 00%
8. 25%
8. 25%
8. 25%
8. 25%
8. 25%
8.25%
825%

4.20%
4.41 as
4.51%
4.58%
4.72%
4.79%
4.96%
4.98%
4.82%
4. 89%
4.95%
4. 85%

4.42%
4.57%
4.72%
4.98%
5.11 %
5.11 %
5.08%
4.88%
4.72%
4.73%
4.80%
4.56%

5.50%
5.55%
5.71 %
6.02%
5. 16%
516%
513%
5.97%
5.81 %
5.80%
5.61 %
5.62%

5.75%
5. 82%
5.98%
6.29%
6. 42%
6. 40%
6.37%
6.20%
6. 00%
5. 98%
5. 80%
5.81 %

5.06%
5. 11 %
5.26%
6.54%
6.59%
5.61 %
5.61%
e.4a%
e.2sss
8.24%
s. 04%
5.05%

2007
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

8.25%
B.25%
B.25%
B.25%
8.25%
B.25%
B.25%
B.25%
7. 75%
7.50%
7.50%
7.25%

4. 96%
5.02%
4.97%
4.88%
4.77%
4.53%
4.84%
4.34%
4.01 as
3.97%
3.48%
3.08%

4.76%
4.72%
4.56%
4.68%
4.75%
5. 10%
5.00%
4.67%
4. 52%
4. 53%
4.15%
4. 10%

5.78%
5.73%
5.86%
5.83%
5.56%
5.1B%
8.11%
5.11%
8.10%
8.04%
5.87%
6.03%

5. 96%
5. 90%
5.85%
5.97%
5.98%
8.30%
8.25%
8.24%
s. 18%
s. 11 %
5.97%
s. 16%

s. 16%
s. 10%
s. 10%
5.24%
8.23%
s. 54%
8.49%
5.51%
5.45%
5. 36%
5.27%
5.51 %

2008
Jan 6.00% 2.86% 3.74% 5.a7% 6.02% 6.35%

[t] Note: Moodys has not published Aaa utility bond yields since 2001 .

Sources; Council of Economic Advisors, Economic Indicators, Moody's Bond Record; Federal
Reserve Bulletin, various issues.
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STOCK PRICE INDICATORS

Year
S&P NASDAQ

Composite [1] Composite [1] DJIA
S&P
DIP

S&P
E/P

1975 - 1982 Cycle
1975
1976
1977
1978
1979
1980
1981
1982

802.49
974.92
894.63
820.23
844.40
891 .41
932.92
884.36

4.31%
3.77%
4.62%
5.28%
5.47%
5.26%
5.20%
5.81%

9.15%
8.90%

10.79%
12.03%
13.46%
12.66%
11.96%
11.60%

1983 - 1991 Cycle
1983
1984
1985
1986
1987
1988
1989
1990
1991

[1]
322.84
334.59
376.18

[1]

4.40%
4.64%
4.25%
3.49%
3.08%
3.64%
3.45%
3.61%
3.24%

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41 %
6.47%
4.79%491.69

1,190.34
1,178.48
1,328.23
1,792.76
2,275.99
2,060.82
2,508.91
2,678.94
2,929.33

1992 - 2001 Cycle
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

415.74
451.21
460.42
541.72
670.50
873.43

1,085.50
1,327.33
1,427.22
1,194.18

599.26
715.16
751.65
925.19

1,164.96
1,469.49
1,794.91
2,728.15
3,783.67
2,035.00

3,284.29
3,522.06
3,793.77
4,493.76
5,742.89
7,441.15
8,625.52

10,464.88
10,734.90
10,189.13

2.99%
2.78%
2.82%
2.56%
2.19%
1 .77%
1 .49%
1 .25%
1 .15%
1 .32%

4.22%
4.46%
5.83%
6.09%
5.24%
4.57%
3.46%
3.17%
3.63%
2.95%

Current Cycle
2002
2003
2004
2005
2006
2007

993.94
965.23

1,130.65
1,207.23
1,310.46
1,477.19

1,539.73
1,647.17
1,986.53
2,099.32
2,263.41
2,578.47

9,226.43
8,993.59

10,317.39
10,547.67
11,408.67
13,169.98

1.61 %
1.77%
1.72%
1.83%
1.87%
1.85%

2.92%
3.84%
4.89%
5.36%
5.78%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991.

Source: Council of Economic Advisors, Economic Indicators, various issues.
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STOCK PRICE INDICATORS

YEAR
S&P

Composite
NASDAQ

Composite DJIA
S&P
DIP

S&P
E/P

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,131.56
1,068.45
894.65
887.91

1,879.85
1,641.53
1,308.17
1,346.07

10,105.27
9,912.70
8,487.59
8,400.17

1.39%
1.49%
1.76%
1.79%

2.15%
2.70%
3.68%
3.14%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

860.03
938.00

1,000.50
1,056.42

1,350.44
1,521.92
1,765.96
1,934.71

8,122.83
8,684.52
9,310.57
9,856.44

1.89%
1.75%
1.74%
1.69%

3.57%
3.55%
3.87%
4.38%

2004
tat Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,133.29
1,122.87
1,104.15
1,162.07

2,041.95
1,984.13
1,872.90
2,050.22

10,488.43
10,289.04
10,129.85
10,362.25

1.64%
1.71%
1.79%
1.75%

4.62%
4.92%
5.18%
4.83%

2005
1 st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,191.98
1,181.65
1,225.91
1,262.07

2,056.01
2,012.24
2,144.61
2,246.09

10,648.48
10,382.35
10,532.24
10,827.79

1.77%
1.85%
1.83%
1.86%

5.11%
5.32%
5.42%
5.60%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,283.04
1,281.77
1,288.40
1,389.48

2,287.97
2,240.46
2,141.97
2,390.26

10,996.04
11,188.84
11,274.49
12,175.30

1.85%
1.90%
1.91%
1.81%

5.61%
5.86%
5.88%
5.75%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,425.30
1,496.43
1,490.81
1,494.09

2,444.85
2,552.37
2,609.68
2,701.59

12,470.97
13,214.26
13,488.43
13,502.95

1.84%
1.82%
1.86%
1.91%

5.85%
5.65%
5.15%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDA(
Composite prior to 1991.

Source: Council of Economic Advisors, Economic Indicators, various issues.
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SOUTHWEST GAS CORP
BOND RATINGS

Date Standard & Poor's

BBB-

Fitch

1995

BBB-

BBB-

BBB-

1996

1997

1998

1999 BBB-

BBB-

BBB-

BBB2000

2001

Moodys

Baan

Baa2

Baan

Baa2

Baa2

Baa2

Baan BBB

2002 Baa2 BBB- BBB

Baan BBB- BBB2003

2004 BBB- BBB

2005

Baa2

Baa2

Baan

BBB- BBB

2006 BBB- BBB

2007 Baan BBB- BBB

Source: Response to Request No. STF-2-6.
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SOUTHWEST GAS CORP
CAPITAL STRUCTURE RATIOS

2002 - 2007
($000)

COMMON
EQUITY

LONG-TERM SHORT-TERM

$630,467
33.0%
34.0%

$1,221,164
63.9%
66.0%

$58,435
3.1 %

$705,676
35.8%
35.8%

$1262,936
64.2%
64.2%

0.0%

$751 ,135
34.4%
36.2%

$1 ,324,898
60.7%
63.8%

$107,215
4.9%

$901 ,425
38.9%
39.4%

$1 ,386,354
59.9%
60.6%

$27,545
1.2%

$983,673
41.0%
41 .9%

$1 ,366,067
57.0%
58.1%

$47,079
2.0%

Note: Percentages may not total 100.0% due to rounding

Source: Southwest Gas Corp., Annual Reports to Stockholders
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VALUE LINE GAS DISTRIBUTION COMPANIES
COMMON EQUITY RATIOS

COMPANY 2000 2001 2002 2003 2004 2005 2006 Average 2009-2011

AGL Resources
At nos Energy
Energen
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

48.3%
51.9%
53.1%
54.5%
52.9%
66.7%
50.9%
53.9%
37.6%
35.8%
19.1%
54.8%

38.7%
45.7%
46.9%
50.2%
49.9%
61.7%
53.2%
52.4%
35.9%
39.6%
17.4%
56.3%

41.7%
46.1%
53.2%
52.3%
49.4%
64.5%
51.5%
56.1%
46.1%
34.1%
21.7%
52.4%

49.7%
49.8%
55.8%
49.4%
el .9%
50.3%
50.3%
51.8%
49.0%
34.0%
33.0%
54.3%

46.0%
56.8%
56.7%
48.3%
59.7%
ea. 1 %
54.0%
56.4%
51 .0%
35.8%
35.0%
51.2%

4a.1%
42.3%
56.6%
51.8%
58.0%
62.5%
53.0%
58.6%
55.1%
36.2%
41.7%
58.6%

49.8%
43.0%
67_4%
50.4%
65.2%
63.7%
53.7%
51.1%
55.3%
39.4%
35.9%
61 .5%

46.0%
47.9%
55.7%
51 .0%
56.7%
62.8%
52.4%
55.3%
47.1%
36.4%
29.1%
56.4%

51.5%
49.0%
60.0%
51 .0%
72.8%
74.0%
52.0%
50.8%
59.0%
47.0%
67.0%
85.8%

Average 48.3% 45.7% 47.4% 50.4% 51 .4% 51 .9% 53.1% 49.7% 58.3%

Composite 41 .4% 43.7% 45.7% 48.3% 44.8% 46.0%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
CAPITAL STRUCTURE RATIOS

INCLUDING SHORT-TERM DEBT

Company 2001 2002 2003 2004 2005 2006

AGL Resources
At nos Energy
Energen
Laclede Group
New Jersey Resou ices
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

32%
40%
45%
41%
43%
50%
46%
51%
32%
31%
14%
48%

33%
39%
47%
37%
44%
51%
48%
54%
34%
33%
24%
48%

41%
45%
55%
37%
44%
41%
50%
53%
41%
33%
29%
49%

41%
41%
51%
40%
45%
43%
49%
53%
31%
34%
31%
52%

41%
38%
56%
38%
43%
42%
47%
48%
45%
36%
33%
58%

42%
45%
64%
58%
51%
51%
48%
46%
44%
41%
32%
51%

Average 39% 41% 43% 43% 44% 48%

Source: AUS Utility Reports.
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COMPARISON COMPANIES
DIVIDEND YIELD

COMPANY DPS
November, 2007 - January, 2008

HIGH LOW AVERAGE YIELD

Value Line Natural Gas
Distribution Companies

AGL Resources
Ammos Energy
Ener gy
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

$1.64
$1.30
$0.46
$1.50
$1.60
$1.86
$1.50
$1.00
$1.08
$0,8S
$0.74
$1.37

$39.21
$28.85
$70.41
$35.72
$52.07
$45.16
$50.89
$27.98
$38.50
$30.97
$28.18
$34.62

$35.42
$26.00
$57.61
$31 .86
$43.83
$37.40
$44.62
$24.01
$33.82
$26.30
$23.99
$31.31

$37.32
$27.43
$64.01
$33.79
$47.95
$41 .28
$47.76
$26.00
$36.16
$28.64
$26.09
$32.97

4.4%
4.7%
0.7%
4.4%
3.3%
4.5%
3.1%
3.8%
3.0%
3.0%
2.8%
4.2%

Average 3.5%

Hanley Proxy Companies

AGL Resources
At nos Energy
Laciede Group
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
WGL Holdings

$1.64
$1.30
$1.50
$1.86
$1.50
$1.00
$1.08
$1.37

$39.21
$28.85
$35.72
$45.16
$50.89
$27.98
$38.50
$34.62

$35.42
$26.00
$31 .86
$37.40
$44.62
$24.01
$33.82
$31 .31

$37.32
$27.43
$33.79
$41 .28
$47.76
$26.00
$36.16
$32.97

4.4%
4.7%
4.4%
4.5%
3.1%
3.8%
3.0%
4.2%

Average 4.0%

Source: Yahoo! Finance.
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COMPARISON COMPANIES
RETENTION GROWTH RATES

COMPANY 2002 2003 2004 2005 2006 Average 2007 2008 '10-'12 Average

Value Line Natural Gas

AGL Resources
At nos Energy
Energen
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

7.0%
1 .9%
7.0%
0.0%
6.9%
6.5%
1.9%
1.1%
4.7%
1 .9%
9.7%
0.0%

6.6%
2.8%
12.1%
3.1%
7.7%
1 .5%
2.6%
3.1%
5.0%
1 .7%
9.2%
6.2%

5.6%
1 .7%
12.4%
2.7%
7.8%
2.1%
2.7%
3.7%
5.9%
4.3%
7.3%
4.1%

6.2%
2.3%
16.1%
3.1%
8.5%
2.3%
3.7%
3.6%
6.2%
2.2%
11 .5%
4.6%

6.3%
3.6%
16.7%
5.1%
6.3%
5.2%
4.2%
2.8%
10.2%
5.3%
9.4%
3.1%

6.3%
2.5%
12.9%
2.8%
7.4%
3.5%
3.0%
3.0%
G.4%
3.1%
9.4%
3.6%

5.0%
3.0%
19.0%
4.0%
6.5%
4.5%
5.0%
3.5%
6.0%
5.5%
8.8%
3.6%

8.0%
3.0%
18.5%
3.5%
6.0%
5.0%
5.0%
3.5%
8.5%
6.5%
9.0%
4.0%

6.0%
4.0%
12.5%
4.0%
5.0%
4.0%
4.5%
3.5%
10.0%
1.0%
8.5%
3.0%

5.7%
3.3%
18.0%
3.8%
5.8%
4.5%
4.8%
3.5%
7.5%
6.3%
8.8%
3.5%

Average 5.3% 6.1%

Hanley Proxy Companies

AGL Resources
Ammos Energy
Laclede Group
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
WGL Holdings

7.0%
1.9%
0.0%
6.5%
1.9%
1.7%
4.7%
0.0%

6.6%
2.8%
3.1%
1.5%
2.6%
3.1%
5.0%
6.2%

5.6%
1.7%
2.7%
2.1%
2.7%
3.7%
59%
4.1%

6.2%
2.3%
3.1%
2.3%
3.7%
3.6%
6.2%
4.6%

6.3%
3.6%
5.1%
5.2%
4.2%
2.8%
10.2%
3.1%

6.3%
2.5%
2.8%
3.5%
3.0%
3.0%
6.4%
3.6%

5.0%
3.0%
4.0%
4.5%
5.0%
3.5%
6.0%
3.6%

6.0%
3.0%
3.5%
5.0%
5.0%
3.5%
6.5%
4.0%

6.0%
4.0%
4.0%
4.0%
4.5%
3.5%
10.0%
3.0%

5.7%
3.3%
3.8%
4.5%
4.8%
3.5%
7.5%
3.5%

Average 3.9% 4.6%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
PER SHARE GROWTH RATES

COMPANY
5-year Historic Growth Rates

EPS DPS BVPS Average
Est'd '04-'06 to '10-'12 Growth Rates

EPS DPS BVPS Average

Value Line Natural Gas

15.0%
10.0%
22.0%
6.5%
8.0%
-3.0%
3.0%
5.0%
9.5%
6.0%
22.5%
8.0%

4.0%
2.0%
4.0%
0.5%
3.5%
2.5%
1.5%
5.0%
3.5%
0.0%
5.0%
1.5%

10.5%
8.5%

14.0%
3.5%
8.5%
2.5%
3.5%
6.5%

13.5%
3.5%
25.0%
3.0%

3.5%
5.0%
5.5%
4.0%
4.0%
3.0%
7.0%
4.0%

AGL Resources
At nos Energy
Energen
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGl
WGL Holdings

9.8%
6.8%

13.3%
3.5%
6.7%
0.7%
2.7%
5.5%
8.8%
3.2%
17.5%
3.5%

8.0%
7.0%
2.0%

5.5%
1.5%
7.0%
2.5%
5.0%
0.0%
5.5%
4.5%
5.5%
1.5%
2.5%
2.5%

2.5%
5.5%
9.0%
5.0%

10.5%
8.0%
3.5%
2.5%
4.5%
4.0%

11.5%
4.5%

3.8%
4.0%
7.2%
3.8%
6.5%
3.0%
5.3%
3.7%
5.0%
4.5%
7.0%
3.0%

Average 9.2% 2.8% 8.5% 6.8% 4.8% 3.6% 5.8% 4.7%

Hanley Proxy Companies

4.0%
2.0%
0.5%
2.5%
1.5%
5.0%
3.5%
1.5%

3.5%
5.0%
4.0%
3.0%
7.0%
4.0%

5.5%
1.5%
2.5%
0.0%
5.5%
4.5%
5.5%
2.5%

AGL Resources
At nos Energy
Laclede Group
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
WGL Holdings

15.0%
10.0%
6.5%
-3.0%
3.0%
5.0%
9.5%
6.0%

10.5%
8.5%
3.5%
2.5%
3.5%
6.5%

13.5%
3.0%

9.8%
6.8%
3.5%
0.7%
2.7%
5.5%
8.8%
3.5% 2.0%

2.5%
5.5%
5.0%
6.0%
3.5%
2.5%
4.5%
4.5%

3.8%
4.0%
3.8%
3.0%
5.3%
3.7%
5.0%
3.0%

Average 6.5% 2.6% 6.4% 5.2% 4.1% 3.4% 4.3% 4.0%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES

DCF COST RATES

ADJUSTED
YIELD

HISTORIC
RETENTION

GROV\lTH

PROSPECTIVE
RETENTION

GROWTH

HISTORIC
PER SHARE

GROW TH

PROSPECTIVE FlRST CALL
PER SHARE EPS

GROWTH GROWTH
AVERAGE
GROV\lTH

DCF
RATES

COMPANY

Value Line Natural Gas

AGL Resources
Ammos Energy
Energy
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

4.5%
4.8%
0.8%
4.5%
3.4%
4.6%
3.2%
3.9%
3.1%
3.1%
3.0%
4.2%

B.3%
2.5%

12.9%
2.8%
7.4%
3.5%
3.0%
3.0%
6.4%
3.1%
9.4%
3.6%

5.7%
3.3%
15.0%
3.B%
5.8%
4.5%
4.8%
3.5%
7.5%
5.3%
8.8%
3.5%

9.8%
6.8%
13.3%
3.5%
6.7%
0.7%
2.7%
5.5%
8.8%
3.2%
17.5%
3.5%

3.8%
4.0%
7.2%
3.8%
8.5%
3.0%
5.3%
3.7%
5.0%
4.5%
7.0%
3.0%

5.0%
5.3%
7.2%
3.5%
5.1%
3.7%
4.9%
5.2%
G.6%
4.7%
8.0%
4.0%

6.1%
4.4%

11.3%
3.5%
6.3%
3.1%
4.2%
4.2%
G.9%
4.4%

10.1%
3.5%

10.7%
9.2%
12.1%
8.0%
9.8%
7.6%
7.4%
8.1%
10.0%
7.4%
13.1%
7.8%

Mean 3.6% 5.3% 6.1% 6 8 % 4.7% 5.3% 5.7% 9.3%

Median 3.7% 3.6% 5 3 % 6.1% 4.3% 5.1% 4.4% 8.7%

Mean Composite 8.9% 9.7% 10.4% 8.3% 8.9% 9.3%

Median Composite 7.2% 8.9% 9.8% 7.9% a.7% 8.1%

Hanley Proxy Companies

AGL Resources
Ammos Energy
Laclede Group
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
WGL Holdings

4.5%
4.8%
4.5%
4.G%
3.2%
3.9%
3.1%
4.2%

6.3%
2.5%
2.8%
3.5%
3.0%
3.0%
6.4%
3.6%

51%
3.3%
3.B%
4.5%
4.8%
3.5%
75%
3.5%

9.8%
6.8%
3.5%
0.7%
2.7%
5.5%
8.8%
3.5%

3.8%
4.0%
3.8%
3.0%
5.3%
3.7%
5.0%
3.0%

5.0%
53%
3.5%
3.7%
4.9%
5.2%
6.6%
4.0%

6.1%
4.4%
3.5%
3.1%
4.2%
4.2%
B.9%
3.5%

10.7%
9.2%
8.0%
7.6%
7.4%
8.1 %

10.0%
7.8%

Mean 4.1% 3.9% 4 5 % 5.2% 4.0% 4.8% 4.5% 8.6%

Median 4.4% 3.3% 4 2 % 4.5% 3.8% 4.9% 4.2% s.1%

Mean Composite 8.0% 8.7% 9.3% 8.1% 8.9% 8.6%

Median Composite 7.6% 85% 8.9% 8.2% 9.3% 8.5%

Sources: Prior pages of this schedule.
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STANDARD & POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS

RISK PREMIUMS

Year EPS BVPS ROE

20-YEAR
T-BOND
YIELD

RISK
PREMIUM

1977

1978
1979
1980

1981
1982

1983

1984
1985
1986
1987

1988

1989

1990

1991
1992
1993

1994
1995

1996
1997
1998

1999
2000

2001

2002

2003

2004

2005

2006

$12.33
$14.86
$14.82
$15.36
$12.64
$14.03
$16.64
$14.61
$14.48
$17.50
$23.75
$22.87
$21 .73
$16.29
$19.09
$21 .89
$30.60
$33.96
$38.73
$39.72
$37.71
$48.17
$50.00
$24.69
$27.59
$48.73
$58.55
$69.93
$81 .51

$79.07
$85.35
$94.27

$102.46
$109.43
$112.46
$116.93
$122.47
$125.20
$125.82
$134.04
$141 .32
$147.26
$153.01
$158.85
$149.74
$180.88
$193.06
$215.51
$237.08
$249.52
$266.40
$290.68
$325.80
$338.37
$321 .72
$367.17
$414.75
$453.06
$504.39

15.00%
16.55%
15.06%
14.50%
11.39%
12.23%
13.90%
11.80%
11.49%
13.42%
17.25%
15.85%
14.47%
10.45%
12.37%
13.24%
16.37%
16.62%
17.11%
16.33%
14.62%
17.29%
16.22%
7.43%
8.36%

14.15%
14.98%
15.12%
17.03%

7.90%
8.86%
9.97%
11 .55%
13.50%
10.38%
11 .74%
11 .25%
8.98%
7.92%
8.97%
8.81%
8.19%
8.22%
7.29%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
6.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.58%

7.10%
7.69%
5.09%
2.95%
-2.11%
1.85%
2.16%
0.55%
2.51 %
5.50%
8.28%
7.04%
6.28%
2.23%
5.08%
5.07%
9.78%
9.02%
10.93%
9.69%
8.79%
11.72%
9.72%
1 .90%
2.77%
9.35%
9.96%

11 .43%
12.35%

Average 6.40%

Source: Standard & Poor's Analysts' Handbook, lbbotson Associates Handbook.
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COMPARISON COMPANIES
CAPM COST RATES

COMPANY
RISK-FREE

RATE BETA
RISK

PREMIUM
CAPM
RATES

Value Line Natural Gas

AGL Resources
At nos Energy
Energen
Laclede Group
New Jersey Resources
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
Southwest Gas
UGI
WGL Holdings

4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%

0.85
0.85
0.90
0.95
0.85
1.00
0.90
0.85
0.85
0.90
0.85
0.85

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

9.5%
9.5%
9.8%
10. 1 %
9.5%

10.4%
9.8%
9.5%
9.5%
9.8%
9.5%
9.5%

Mean 9.1%

Median 9.5%

Hanley Proxy Companies

AGL Resources
At nos Energy
Laclede Group
NICOR
Northwest Natural Gas
Piedmont Natural Gas
South Jersey Industries
WGL Holdings

4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%
4.49%

0.85
0.85
0.95
1.00
0.90
0.85
0.85
0.85

5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%
5.90%

9.5%
9.5%
10.1%
10.4%
9.8%
9.5%
9.5%
9.5%

Mean 9.7%

Median 9.5%

Sources: Value Line Investment Survey, Standard 8< Poor's Analysts' Handbook, Federal Reserve.
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Exhibit DCP-10
Page1 of 1

STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 - 2006

YEAR
RETURN ON

AVERAGE EQUITY
MARKET-TO
BOOK RATIO

1992 12.2% 271%

1993 13.2% 272%

1994 t6.4% 246%

1995 16.6% 264%

1996 17.1% 299%

1997 16.3% 354%

1998 14.6% 421%

1999 17.3% 481%

2000 16.2% 453%

2001 7.5% 353%

2002 8.4% 296%

2003 14.2% 278%

2004 15.0% 291%

2005 16.1% 278%

2006 17.0% 277%

Averages:

1992-2001 14.7% 341%

2002-2006 14.1% 284%

Source: Standard 8¢ Poor's Analyst's Handbook, 2007 edition, page 1
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RISK INDICATORS

GROUP
VALUE LINE

SAFETY
VALUE LINE

BETA
VALUE LINE

FIN STR
S& P

STKRANK

S & P's 500
Composite 2.7 1.05 B++ B+

Value Line Natural Gas 1.9 0.88 B++ B+

Hanley Proxy Companies 1.9 0.89 B++ B+

Southwest Gas 3.0 0.90 B B+

Sources: Value Line Investment Survey, Standard & Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is more variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the later representing the highest level.
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SOUTHWEST GAS CORP.
PRE-TAX COVERAGE

Item Percent Cost
Weighted

Cost
Pre-Tax

Cost

Short-Term Debt 0.00% 0.00% 0.00%

Long-Term Debt 52.08% 7.96% 4.15% 4.15%

Preferred Stock 4.48% 8.20% 0.37% 0.61%

Common Equity 43.44% 10.00% 4.34% 7.24%

Total 100.00% 8.86% 12.00% 1/

1/ Post-tax weighted cost divided by .60 (composite tax factor)

Pre-Tax coverage = 12.00%/4.15%
2.89

Standard & Poor[s Utility Benchmark Ratios:
Business Profile of "3" A BBB

Pre-tax coverage 2.8x - 3.4x 1.8x - 2.8x

Total debt to total capital 50%-55% 55%-65%



BEFORE THE ARIZONA CORPORATION COMMISSION

MIKE GLEASON
Chairman

WILLIAM A. MUNDELL
Commissioner

JEFF HATCH-MILLER
Commissioner

KRISTIN K. MAYES
Commissioner

GARY PIERCE
Commissioner

IN THE MATTER OF THE APPLICATION OF
SOUTHWEST GAS CORPORATION FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE 1=A1R VALUE OF
THE PROPERTIES OF SOUTHWEST GAS
CORPORATION DEVOTED TO ITS
OPERATIONS THROUGHOUT ARIZONA.

)
)
)
)
)
)
)
)
)
)

DOCKET NO. G-01551A-07-0504

DIRECT

TESTIMONY

OF

PHILLIP s. TEUMIM

ON BEHALF OF THE

UTILITIES DIVISION STAFF

ARIZONA CORPORATION COMMISSION

MARCH 28, 2008



TABLE OF CONTENTS
Page

INTRODUCTION 1

LINE EXTENSION AND HOOKUP FEES 2

8RESEARCH AND DEVELOPMENT ("R&D")..

DEMAND SIDE MANAGEMENT ("DSM") ,| 12

EXHIBITS

Resume. u .PST-1

Response to STF-5-9.. .PST-2

Response to STF-1-68.. . PST-3

Response to STF-1-73.. .PST-4

Response to STF-1-35.. .PST-5

Response to STF1 -36 .. ¢ PST-6

.PST-7Excerpts from Management Audit..

Response to STF-5-18.. .PST-8

Response to STF-5-5, pp. 1-2 .. .PST-9



EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET NO. G-01551A-07-04

This testimony reviews the issues associated with line extension and hookup fees, and the
Company's Research and Development ("R&D") and Demand Side Management ("DSM")
programs and expenditures.

Line Extension and Hookup Fees: The Company is not proposing to change its tariffed line
extension fees or implement a hookup fee. The testimony recommends that the company
examine its construction, engineering and other processes associated with customer growth to
determine whether and to what extent costs associated with those processes may be reduced.
Consideration of hookup fees should be deferred to the concurrently running hookup fee docket.
In the next rate proceeding, the Company should be required to demonstrate that its line
extension fee is being implemented properly.

R&D: The Company has not proposed any changes to its R&D program in this proceeding.
R&D programs and expenditures appear reasonable to date. However, it is too early to evaluate
most of the programs, which are still in the early phases. Consideration should be given to
allowing for increased total R&D funding, subject to the per then cap on the R&D surcharge
mechanism (Gas Research Fund rate) established in the previous rate case. The company should
consider R&D projects directed toward reducing the cost of new construction.

DSM: the Company has not proposed any changes to its DSM programs in this proceeding. The
majority of the DSM programs were implemented subsequent to the last rate case, data is not yet
available to evaluate them. The Company should track and report additional information about
its DSM programs, including "hard dollar" cost-benefit analyses and payback periods.
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1 INTRODUCTION

2 Q- Please state your name and business affiliation.

3

4

5

6

My name is Phillip S. Teumim. I am a principal in the firm Phillip S. Teumim LLC, 37

Ruston Road, Delmar NY 12054, a management and regulatory consulting firm providing

consulting services on utility matters. I am appearing on behalf of the Arizona

Corporation Commission ("ACC", or "Commission") Utilities Division ("StafF').

7

8 Q- Please describe your education and professional experience.

9

10

11

12

13

14

15

16

17

18

I hold a Bachelor of Science degree in Electrical Engineering and a Master's degree in

Business Administration from Rensselaer Polytechnic Institute in Troy New York. I was

employed by the New York State Public Service Commission ("PSC") from 1970 to 1988,

and again from 1992 to 2002. During the period 1988 to 1992, worked for the consulting

firm of Theodore Bary & Associates, and later Resource Management International.

During my tenure with the PSC, I worked extensively on telecommunications, electric,

gas, and water matters. During my second stint with the PSC, I was the Director of the

Energy and Water Division, and later the Gas and Water Division. In 2002 I started my

own consulting firm, and have worked on gas, electric and water matters for a variety of

clients in various jurisdictions since that time. My resume is included as Exhibit No. PST

19

20

21 Q- What is the purpose of your testimony in this proceeding?

22

23

24

25

I have examined and will comment on the issues associated with line extension charges

and hookup fees, I have also reviewed Southwest Gas Corporation's ("Southwest Gas" or

"Company") Research and Development ("R&D") and Demand Side Management

("DSM") programs and offer comment on those programs as well.

26

A.

A.

A.

1.
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1 LINE EXTENSION AND HOOKUP FEES

2 Q- Please explain those terms as you use them.

3

4

5

6

At the outset, I want to point out that in my experience there is no universally applicable

definitions of a line extension fee and hookup fee. I will discuss the two terms

conceptually below, noting that in practical applications, the boundaries are often muddled

or ignored.

7

8 Q- What is the purpose of a line extension fee?

9 Line extension fees are intended to compensate utilities for the costs of extending mains

10 and service lines to customers, generally above a certain "free footage" allowance. Such

11

12

13

14

fees also provide for equity among new customers, in that there are usually significant cost

differences to connect a customer very close to the main as compared to a customer

located some distance from it. Under the "free footage" approach, both customers are

entitled to a certain length of main and service line at no charge, and beyond that are

15 charged either actual or average per foot cost.

16

17 Q- What is the purpose of a hookup fee?

18

19

20

21

22

A hookup fee is intended to compensate the utility for all other costs of connecting a new

customer, other than the specific main and service line costs, where the incremental cost

of the new customer exceeds the embedded cost of existing customers. Such costs may

include, for example, expenditures to reinforce the company's backbone supply system,

acquiring additional peaking facilities, additional warehouse space and workout locations,

etc.23

24

25 Q- Please explain the underlying issues associated with line extension and hookup fees.

26

A.

A.

A.

A. The issues arise out of the relationship between the embedded cost of existing facilities
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1

2

3

4

5

and the incremental costs associated with servicing a new customer. There are a number

of factors that go into the cost equation for providing utility service, including cost of

capital, cost of labor, cost of materials, mix of residential and non-residential customers,

density of structures being served, proportion of those new structures taking utility

service, and other factors .

6

7

8

9

10

11

12

For most established utilities, once they were past the startup phase, the economics were

such that the addition of new customers tended to spread their fixed costs over a larger

base, yielding economies of scale and tending to drive down the average cost (and

therefore rates) per customer. As a way of encouraging customers to hook up, and to

provide some level of equity among existing and new customers, utilities developed "free

footage" allowances. Those allowances took various forms, such as:

13

14

15

16

17

18

A specified number of feet of main or line extension,

A specified number of feet of service line or pipe,

A combined length of the two,

A specified dollar allowance, computed by a formula which takes into account a

standard footage multiplied by the average cost of the prior year's installations.

19

20 The allowance is typically determined by service classification or size of pipe.

21

22

23

24

Historically, some utilities even paid customers, particularly those with alternate supplies

(e.g., self-generators, on the electric side) to shut down their facilities and hook up to the

utility.

25
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1 Q Are those costs regularly updated?

In my experience, where lengths of "free footage" are specified, they are rarely updated

Proceedings to examine those allowances generically are few and far between and may go

on for years, in part because they have no statutory deadlines. To the extent that utilities

employ a formula based on recent costs, such as is the case here, those numbers are

typically updated annually. Occasionally, those issues are addressed in rate cases

8 Q What factors should be considered in determining whether to implement or change

line extension and hookup fees

Factors include

Cost disparity between incremental and embedded mains and service lines

Cost disparity between all other embedded and incremental costs

The relationship between the two

Existing fees and policies

The extent to which disruption will occur as a result of changing policies or costs, and

Actual costs of new hookups

19 Q Please discuss the actual costs of new hookups

In my opinion, this is the most neglected part of the analysis and discussion. As a general

rule, utilities focus primarily on recovering the costs and direct far less attention to

controlling and reducing the costs. Utilities are often unaware of the specific cost

components, the cost drivers, and have not looked to understand and to drive down the

costs of new hookups. Utilities often do not compare their costs with others and look for

best practices to reduce their costs
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Further, in my experience, there is a wide range of cost elements which utilities include

appropriately or inappropriately, in calculating line extension fees.

contain only a general description of the costs allowed, and the actual calculations are left

Typically, tariffs

to the utilities

6 Q Does the shortcomings identified in the previous response apply to Southwest Gas?

Southwest Gas appears to have fairly good cost data for installation of the various sizes of

mains and services. (Exhibit No. PST-2) However, the Company does not appear to have

examined the cost side of the equation. A review of the Company's recent internal audits

(Exhibit No. PST-3), the lack of outside management or process reviews (Exhibit No

PST-4), and the absence of identified cost savings programs in the new construction area

(Exhibit Nos. PST-5 and PST-6) indicates a relative lack of attention to the construction

related processes and costs

15 Q Can you cite any examples in which other utilities have investigated such costs and

processes

Yes. I have personal experience with a mid-sized East coast utility that was experiencing

very high growth, with consequent upward pressure on rates. The utility had compared

itself to several other high growth utilities and determined that its cost per new hookup

was several times higher than the others it surveyed. A further analysis demonstrated that

there were a number of processes and techniques in use by the other utilities that

significantly reduced their costs

In particular, the utility observed that its engineering, consmction and customer services

process were highly inefficient, and significant economies could be achieved
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1 Twill cite from the Executive Summary of a management audit of that utility:

2

3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21

It is in the area of expansion and growth that the company faces its
greatest challenges. The company is pursuing an aggressive expansion
program in its existing service territory as well as actively seeking
additional franchise areas. All other things being equal, we believe
residents of Maryland (and other jurisdictions served by the company as
welD are better off having gas service available to them. It fosters
competition, is one of, if not the most environmentally preferable fuels, and
is domestically produced.

The catch is "all other things being equal. " We believe that in order to
support its aggressive expansion program, the company must be equally
aggressive in reducing the costs of new construction and their associated
ejects on rates. At this time, most of the company 's efforts in this area are
directed toward growth with a much lower level of effort toward reducing
costs of new construction. We believe that the effort needs to be balanced
until costs have been significantly reduced. Costs per new hookup are
running over three times greater than average embedded east per
customer. The company must ask and answer the question "How close to
embedded costar we bring incremental costs? "1

22

23

24

I have included excerpts firm that audit dealing with this issue in Exhibit No. PST-7. I

find the excerpts I have included from that audit to be equally relevant to Southwest Gas.

25

26 Q- What do you recommend in this instance?

27 recommend that the Commission direct Southwest Gas to do the following:

28

29 Compare its new construction and hookup costs to other utilities both within and

outside Arizona.30

31

32 Perform a "best practices" review of engineering, construction, and business

33 processes.

A.

Management Audit of the Maryland Natural Gas Division of the Washington Gas light Company, Theodore Barry
& Associates, April 1990, p. 11-2
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1 Examine and consider re-engineeling processes, procedures and methods associated

2 with building out to and connecting new customers.

3

4 Q. How do your recommendations comport with the "hookup fee" proceedings, Docket

5 Nos. E-00000K-07-0052 and G-00000E-07-0052?

6

7

8

I am not making any specific recommendations as to whether hookup fees should be

implemented. The cited hookup fee proceeding is the appropriate docket for that

determination. I do recommend that Southwest Gas not implement any such fee until it

9 performs the studies and analysis I recommend in my testimony.

10

11 Q. How does Southwest Gas calculate line and service extension fees?

12

13

14

15

The Company's tariff; Rule Number 6, provides that allowable investment in line

extensions and services is determined using an Incremental Contribution Study, and that

the applicant must provide a return equal to the Company's allowed rate of return, the

customer is charged for any additional amounts, subject to later refund under certain

16 conditions.

17

18 Q- What is your opinion of this methodology?

19

20

21

Conceptually, this is a reasonable methodology. Assuming it is properly applied, it has

the advantage of using current cost figures and revenue estimates. I have not examined

the application of the methodology, and cannot comment on that.

22

23 Q- Do you have any recommendations with respect to line and service extension fees?

24

25

26

A.

A.

A.

A. Yes. The cost side of the equation is addressed by my recommendations concerning

hookup fees, in that the costs of construction referred to in that discussion apply to both

hookup fees and main and service line extensions. It does appear that the Incremental
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1

2

3

4

5

6

Contribution Study methodology and application has not been examined in some time, and

that particular tariff section was last updated some 10 years ago. I recommend that, in the

next rate proceeding, the Company tile an explanation, with sample calculations, of how it

has been implementing those tariff provisions, and explain whether and to what extent it

has made changes in the methodology and its application over the 10 years the tariff has

been in place. The Hookup Fee proceedings may also generate useful new infonnation in

this context.7

8

9

10

11

RESEARCH AND DEVELOPMENT ("R&D")

Q, What did the Commission conclude in the last rate proceeding with respect to R&D

funding?

12

13

14

15

16

To replace the funding for the Gas Technology Institute, which had been previously

provided via a FERC surcharge that was no longer in effect, the Commission allowed

Southwest Gas to fund R&D programs at a level of $688,712 per year, which was to be

recovered on a per then basis form the Company's sales customers, excluding G-30

(Optional Gas Service) and B-1 customers. The Commission further allowed Southwest

Gas the discretion to fund projects undertaken by research organizations other than GTI,

as well as continuing to fund GTI projects, subject to Commission oversight. (Decision

No. 68487, Docket No. G-0155lA-04-0876, pp 60 - 61)

17

18

19

20

21 Q. How are the R&D funds collected from customers?

22

23

24

The Southwest Gas tariff includes a Rate Adjustment charge of $0.00074 per then, for

the Gas Research Fund. (Southwest Gas Tariff - Arizona No. 7, sheet No. 13) This is a

balancing account which is used by the Company to fund the R&D program. The charge

is updated annually on May l.25

26

A.

A.
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1 Q Has the level of surcharge been modified since first implemented?

Yes. The surcharge was first implemented effective March 1, 2006, at a level of $0.00113

per theme, and was reduced to its current level effective March 1, 2007

5 Q How much was collected through the surcharge

From inception on March 1, 2006 through November 2007, Southwest Gas collected

$1,074,582. (Exhibit No. PST-8)

9 Q Have you reviewed the Company's R&D expenditures

Yes. For the five-year period 2002 through 2006, Southwest Gas spent a total of $95,000

directly on R&D projects. This is exclusive of projects it funded indirectly through the

FERC-imposed R&D pipeline surcharge. While I do not find those projects unreasonable

the level of expenditures was very small compared to the current program. The balance of

this discussion on R&D is directed toward the new programs

16 Q Have you reviewed the Company's process for selecting R&D projects to support?

Yes, I reviewed the specific projects supported by the Company and its process for

selecting projects, as provided in response to various data requests. Southwest Gas is

funding prob ects in the following areas

Solar air conditioning with natural gas backup

Hot water heating using a natural gas driven heat pump

Gas interchangeability

Guided wave ultrasonic tools to assess pipe conditions

Assessing the resistance of polyethylene pipe to rock impingement

Long term evaluation of polyethylene pipe fusion joints
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1

2

3

General evaluation of R&D budgets and prob eats in the industry,

General evaluation of various technical issues, and

Determining the yield strength of installed steel pipe.

4

5 Q- What have you concluded about the Company's R&D program and funding?

6

7

While it is still very early in the process, and expenditure data is not yet available for the

first full year of the program, I can offer some preliminary conclusions.

8

9

10

Southwest Gas appears to employ a reasonable process and procedures in selecting

prob eats for consideration and in evaluating those projects,

11

12

13

The projects selected appear to be reasonable R&D projects for Southwest Gas to

support,

14

15

16

The joint funding approach toward projects of common interests provides substantial

leverage to the Company's R&D expenditures, and

17

18

19

When viewed as a percentage of revenues, the Colnpany's expenditures are very low,

under one-tenth of one per cent.

20

21 Q. Do you have any recommendations for changes or improvements to the program?

22

23

24

25

26

A.

A. Yes. I would like to see a closer linkage between R&D projects undertaken and corporate

priorities and pressures. For example, one of the greatest challenges facing Southwest Gas

is the high growth environment and the upward pressure being exer ted on ra tes,  as

discussed earlier in this testimony. However, I see little or no emphasis placed on R&D

projects which might contribute to easing those pressures. I would point out that in the
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1

2

3

4

last rate case, Southwest Gas asked for, and the Commission approved, giving the

Company flexibility to "...tailor the research funds to the projects and organizations best

suited for a specu'ic need'.... " (Decision No. 68487, Docket No. G-01551A-04-0876, p.

60) I believe a specific need is clearly demonstrated by the upward pressures on rates

driven by new construction.5

6

Q- Can you give some examples of the types of projects you are encouraging?7

8

9

10

Such projects might include new main and service line installation technologies and

development of equipment to more quickly and accurately locate underground facilities.

11 Q-

A.

How is R&D currently funded?

12

13

14

15

16

The current R&D funding mechanism, established in the last rate case, specified a specific

annual R&D funding level of $688,712, which is collected through the Gas Research Fund

("GRF") rate, and applied on a per therm basis to most sales customers. The actual per

then charge is detennined by dividing the allowed funding level by the most recent 12

months' applicable sales volumes, and is updated annually effective May 1. The charge is

currently $0.00072 per therm.17

18

19

20

21

Q- Do you have any recommendations with respect to R&D funding?

22

23

24

25

26

A.

A. Yes. The level of R&D expenditures is very low when viewed as a percent of revenues,

and may not provide sufficient funding for worthy projects, particularly if the Company is

to pursue projects as recommended in this testimony. The per therm charge decreased

from $0.00113 to $0.00072 in the first two years of the current program, and can be

expected to continue to decrease as the Company grows and sales increase. Since the

Commission found the first year level reasonable, it could freeze the GRF rate at that

level. If that were the case, the total R&D funds that would be available would be equal to
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1

2

the $0.001113 rate multiplied by the number of terms sold in the prior year. Under that

approach, as sales grow the available R&D funding would grow, but the per then charge

would not increase.3

4

5

6

Q. Do you recommend the Commission do so at this time?

No. However, I do recommend that the Commission allow for an increase up to that level

discussed above subject to the Company proposing worthy new projects and the ongoing

process of Staff review and Commission oversight.

7

8

9

10

11

12

13

14

DEMAND SIDE MANAGEMENT ("DSM")

Have you reviewed the Southwest Gas DSM program?Q-

15

Yes. I reviewed the Commission's Decision No. 68487 in the company's last rate

proceeding (Docket No. G-01551A-04-0876), the company's semiannual DSM reports for

the last 5 years, and the responses to DSM-related interrogatories STF-5-1 through STF-5-

5.

16

Q, Do you have any comments on the individual programs?17

18

19

20

21

A.

22

23

24

25

A.

A.

At the outset, I want to point out the DSM programs developed as a result of the last rate

case and the subsequent collaborative are still in the early stages, and actual data are not

yet available. The company indicates that a portion of the Southwest portfolio was in

transitional stages or began in late 2007..., that most of the programs will be fully

implemented in 2008, and that it intends to evaluate all the DSM programs at the

conclusion of the 2008 program year. (Exhibit No. PST-9, pp. 1-2) I would point out that

the previous statement in fact applies to most of the DSM programs and dollars, as the

budgets for 2006, 2007 and 2008 program years are $750,000, $955,500, and $3,060,000,
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respectively. (Exhibit No. PST-9, Table 2) Therefore, I believe it would be premature to

attempt to evaluate the relative success of the programs

However, I do have some observations on the data collected and reported by Southwest

Gas. The Company does not calculate a payback period for any of the DSM programs

and evaluates the programs using a cost-benefit ratio based on total resource costs and

estimated lifetime energy savings. (Exhibit No. PST-9, Table 1) The Company stated that

it does not calculate a payback period because ...Neither ACC Staff nor the Commission

has requested or required this information in any past DSM flings. (Exhibit No. PST-9, p

2) recommend that the Company track and report estimated and actual hard dollar cost

benefit analyses and payback periods

13 Q Please explain what you mean by a hard dollar cost-benefit analysis

Energy efficiency programs yield savings in the form of direct dollar benefits, such as

lower energy consumption and lower energy bills, as well as indirect savings, such as

improved air quality and more efficient use of resources. The total resource cost-benefit

analysis which Southwest Gas has estimated includes both direct and indirect costs and

direct and indirect benefits. By their nature, some of those softer, indirect costs and

benefits are difficult to measure and require a number of assumptions. Direct costs and

benefits are much more straightforward and measurable. In my view, it would be

beneficial to capture and review both sets of data. The total resource cost result gives no

indication of the relative contribution of hard and soft costs to that final result

24 Q- Would you apply those requirements to the existing as well as the new programs

No. The two existing, longer rurming programs are the Energy Advantage Plus Program

designed to upgrade the energy efficiency of new housing stock, and the Low Income
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1 Energy Conservation Program, designed to provide home weatherization as well as

2

3

4

5

6

7

8

9

emergency bill assistance. The former program is designed to provide benefits for the life

of the structure, and the latter has a significant low-income assistance component, and the

emergency assistance component is technically not a DSM measure. Both of those

programs have extenuating circumstances which, in my view, should exempt them from

the requirements. In contrast, the new programs are targeted energy efficiency programs,

for activities such as purchase of more efficient appliances and commercial equipment,

providing of commercial food service, and distributed generation. Those programs tend to

produce more hard dollar savings and lend themselves to more direct quantification.

10

11 Q- Does that conclude your Direct Testimony?

12 A. Yes, it does.



EXHIBIT PST-1

Resume

Phillip S. Teumim

Mr. Teumim has 35 years of experience as a regulator and consultant in the utility
industry, including a substantial period of time focused on natural gas industry. He has
experience in all facets of the natural gas business, from senior level policy issues to
technical matters, including regulatory and competitive policy development and
implementation, rate proceedings and ratemaking, LDC gas costs, LDC supply and
capacity portfolios, and development and enforcement of gas safety requirements for
pipelines and LDCs.

From 1992 to 2002, Mr. Teumim was Director of the Office of Gas & Water and its
predecessor office for the New York State Public Service Commission. As such he was a
senior policy and technical advisor to the Commission on all natural gas and water
matters, and technical and administrative director of an office of some 70 engineers and
analysts, with an annual budget of approximately $5 million. His responsibilities
included regulatory and competitive policy development and implementation, rate
proceedings and ratemaking, review of LDC strategic and corporate planning, annual
reviews of LDC gas costs, annual reviews of LDC supply and capacity portfolios, review
of affiliate relationships and transactions, intervention in FERC natural gas proceedings,
and enforcement of gas safety requirements for LDCs and, as agents for federal DOT, for
interstate pipelines and facilities.

Earlier, he worked as a management consultant in the areas of corporate governance,
planning, organization, rates and regulatory affairs, and as a regulatory engineer and
analyst in the areas of rates and valuation, management auditing, nuclear prudence
auditing, and customer service.

Mr. Teumim is a frequent speaker on natural gas, energy, water and regulatory matters
before utility groups, industry organizations, trade associations, NARUC conferences and
committees. He has testified on numerous occasions before state regulatory
commissions, state legislative committees and the FERC, and has also been a guest
instructor for NARUC and various trade and industry conferences.

Specific gas safety and related accomplishments and activities during his tenure as
Director at the New York PSC include:

• Development of the annual performance measures report, which compared the
performance of all New York LDCs on key safety indicators, including leak
repair, emergency response, and damage prevention to underground facilities

Institution of the program of heightened awareness of protection of underground
facilities and assessment of penalties for damages to them



Transition of the PSC's gas safety program from a technician-oriented field
approach to an engineering-oriented preventive approach

Institution of quarterly safety meetings with senior LDC gas safety personnel, and
regular meetings with statewide organization of LDC safety personnel

Other activities and accomplishments include:

Lead role in conducting a series of some 15 roundtables, with a broad spectrum of
industry stakeholders in the Northeast, on development of competitive policies.
Developed white paper, which was subsequently adopted by the Commission,
laying out a vision and policy for the natural gas industry in New York.

{

• Lead negotiator in negotiating settlements of multi-year rate and competitive
issues with several large LDCs, senior team advisor on all such negotiations and
settlements with all New York LDCs.

• Developed and implemented, alter Commission approval, a policy statement on
gas purchasing practices and risk management, which lays out the general
guidelines for LDCs' use of financial instruments ("hedging").

• Lead negotiator for the NY PSC in the restructuring of an electric utility,
including divestiture of generation, development of a multi-year rate plan, and
implementation of a customer choice program.

Lead role in development and oversight of agency's positions as an intervener in
FERC proceedings and iuleinakings. Included appearances and testimony at
various FERC technical conferences.

Established and chaired New York's Natural Gas Reliability Advisory Group, a
24 member counsel, representing all stakeholder groups, which addresses pipeline
supply issues.

• Project manager for a state commission-ordered study of the gas supply and
integrated resource planning, and affiliate relationships for a large, vertically
integrated LDC in the Southwest, lead consultant in the area of organization,
strategic planning and affiliate relations and transactions. Included testimony
before the state Commission.

• Project manager for a management audit of a Middle Atlantic LDC for a
regulatory commission, lead consultant in the areas of corporate governance,
strategic and corporate planning, and organization.

• Project manager for a management audit of a large northeastern public power
authority for a state agency, lead consultant in the areas of corporate governance,

2



including the performance of the board of trustees, strategic planning,
organization and raternaking.

• Performed a detailed evaluation of the performance of the board of directors of a
large northeastern utility during the 15-year construction of a nuclear plant,
including a review of all board activities and all reports and other information
provided to the board.

Lead consultant in an audit of the governance and corporate structure of a multi-
board generation and transmission cooperative, purchasing agent and trade
organization owned by 27 electric cooperatives in a large eastern state.
Performed diagnostics and restructured three separate boards of directors into a
nine-member executive board and a plenary board.

Lead consultant in the areas of gas supply management and operations for two
commission-ordered audits of Midwestern utilities, including the evaluation of
arrangements with affiliated asset managers.

Education :

MBA, BS (Electrical Engineering), Rensselaer Polytechnic Institute,
Troy NY

3



DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

Request No. STF-5-9:
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2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 26, 2007

253-009

EXHIBIT PST-2

Please provide a schedule of the most recently available embedded cost per foot
of main and service, by diameter, for all main extensions and services for which
customers may be charged under the provisions of the Company's tariff.

Respondent: Revenue Requirements

Response:

The Company's line extension policies are set forth in Rule 6, Service and Main
Extensions, of Southwest's Arizona Gas Tariff. Southwest follows an "Incremental
Contribution Method" (ICE) to determine the allowable investment and advances
and contributions, if any, required from applicants for service, or developers.
Southwest uses the ICE to determine the economic feasibility for each project,
based on the unique circumstances of each request and the latest available data
for the costs to install mains and services. The purpose of the ICE is to ensure
that when the incremental costs to provide service to new customers is compared
to the expected incremental revenues, the new line extension will produce at least
the Commission-authorized rate of return (RoR). If the expected revenues,
compared to the costs of the particular extension, are less than the authorized
ROR, then a contribution in aid of the construction is required. This ensures that
the persons' responsible for imposing additional costs on the utility system pay for
such additional costs.

The Company's line extension practice for "New Mains" is to use engineering cost
estimates based on the specific characteristics of the project being reviewed. The
Company's line extension practice for "New Services" relies on the use of standard
average length (feet) and dollars per foot based on historical averages. The
standard amounts are derived from statistics obtained from blanket work orders
established to capture the construction costs related to residential, multi-family and

(Continued on Page 2)
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Response to STF-5-9: (continued)

commercial customer rate classes. Southwest uses historical average cost per
foot and standard lengths for service stubs (the portion of service extension from
the main to three feet beyond either the curb or sidewalk). The service stub is
installed simultaneously with the main. This enables the builder/developer to pave
the streets and roads in a given development and helps avoid the delay and
expense of having to subsequently cut the pavement to install the under pavement
portion of the gas service facility (or any other utility facility). The Service
extension is the portion of the service line that runs from the end of the stub to the
customer meter. The average stub and service length used in line extension
analyses for the years 2007 and 2008 (based on the three-year average for 2005
through 2007) is contained in the attached summary

Although the costs to install new main extensions are based on specific estimates
Southwest maintains a statistical data base that derives the average cost per foot
of main cost by certain sizes and types of pipe. This information is also available
for services. Attached is a summary of the results for years 2002 through 2007 by
operating district and summarized for Arizona
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491
535
249
76

420
771
314

5

417
675
155
17

547
503
295
104

352
601
126

2

373
731
243

0

420
449
153
97

Residential Customer
All First Time Meter Sets
Mains
2" PE ($ Per Ft.)
4" PE ($ Per Ff.)
6" PE ($ Per Ft.)

2" PE (FL Per Res Cust)
4" PE (Ft. Per Cust)
6" PE (Ft. Per Cust)

2" PE ($ Per Res Cust)
4" PE ($ Per All Cust)
6" PE ($ Per All Cult)
Services
<2" PE ($ Per Ft.)
2" PE > PE ($ Per Ft.)

<2" PE (Ft. Per Res. Cust.)
z" PE or > (Ft. Per Non-Res.)

<2' PE ($ Per Res. Cust.)
2" PE > PE ($ Per Non-Res)

Description

SOUTHWEST GAS CORPORATION
ARIZONA

NEW MAIN AND SERVICE FOOTAGE AND COST STATISTICS
FOR THE SIX YEAR PERIOD 2002 THROUGH 2D07
RESPONSE TO STAFF DATA REQUEST STF-5-9

$
$
$

$
$
$

$
$

$
$

$
$
$
S

Valley
32

14,383
14,677

5.13 $
9.29 $
0.00 $

48.5
1.1

9.3 $
12.7 $

420 $
153 $

0 $

449 $
14 $

89
16
0

$
$
$
$

BHC
34

5,763
5,821

9.31 $
22.70 $
25.99 $

59.9
0.8

12.2 $
12.2 s

373 $
205 $
37 $

731 $
9 $

40
g
1

$
$
$
$

Tucson
36

44,916
46,305

7.04 $
12.49 $
18.50 $

8.7 $
23.3 $

68.9
2.2

352 $
114 $
12 $

601 s
52 $

50
g
1

$
$
$
$

Phoenix
42

153,016
156,384

9.94 $
22.61 s
22.00 $

11.4 $
29.0 $

44.0
4.5

541 $
215 $
79 $

sue $
132 $

55
10
4

$
$
$
s

s. E.
47

4,493
4,831

6.43 $
10.10 $
0.00 $

84.1
2.0

8.0 $
13.4 $

417 $
155 $

0 $

615 $
26 $

65
15
0

$
s
$
$

Yuma
48

5,419
6,543

5.57 $
4.60 $
0.00 $

67.6
1 .0

11.4 $
15.3 $

420 $
314 s

0 $

771 $
16 $

75
68
0

$
$
$
$

Arizona

227,991
234,561

8.89
16.57
21 .88

10.5
27.6

51.0
3.6

491
193
56

535
100

55
12
3

9. $ Per Res. Cust. 2" Main
$ Per Res. Cust. <2" Service

Avg, $ Per Res. Cust. 4"/6" PE Main
Avg. $ Per Res. Cust. Steel Main
Mains
2" PE (Ft.)
4' PE (FL)
6" PE (FL)
Steel (Ft-)

986,478
241 ,243

0
38,807

231 ,076
52,649
8,349

0

2,247,208
422,518
30,073
15,329

8,423,603
1 ,489,475

583,755
183,432

291 ,334
74,077

0
43,897

408,652
446,825

0
616

12,588,351
2,726,787

602,177
282,081

$ 6,043,935 $ 2,151,385 $ 15,824,598 $ 83,717,107 $ 1,873,891 $ 2,277,630 $ 111,888,546
$ 2,240,530 $ 1,195,139 s 5,275,196 $ 33,669,609 s 748,307 $ 2,057,086 $ 45,185,866
$ 0  s 216,973 $ 556,466 $ 12,401,491 $ 0 $ 0 $ 13,174,931
$ 1,422,769 $ 0  $ 103,786 $ 16,255,709 $ 83,108 $ 34,520 $ 17,899,893

2" PE ($)
4" PE ($)
6" PE ($)
Steel ($)
Services
<2" PE (Fl-)
2" PE > PE (Ft.)

G97,011
16,103

345,037
4,344

3,095,833
103,703

6,737,737
709,922

377,854
9,ass

366,348
e,7o0

11,619,820
850,125

<2" PE ($)
2" PE > PE ($)

$ 6,459,969 $ 4,211,340 $ 26,976,980 $ 77,026,526 $ 3,032,410 $ 4,178,430 $ 121,885,656
$ 204,114 $ 52,843 $ 2,418,754 $ 20,575,890 $ 124,905 $ 102,329 $ 23,478,836

STF-5-9 New Main - Service Stats 2002-2007 Summary 2002 - 2007



SOUTHWEST GAS CORPORATION
ARIZONA .

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEAR 2007
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description Valley
Bullhead

City Tucson Phoenix Southeast Yuma

New Meter Sets 2,904
2,846

58

608
602

6

5,945
5,767

178

20,446
20,037

409

622
578
44

568
545

23
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 9603)

$
$

$
$

58,376 18,400 220,646 883,042
23,724 $ 343,196 $ 1,632,137 $ 10,364,664 $

0  $ 19 $ 7  $ 11.74 $
17,280 7,331 51,973 91,623

0 0 6,028 29,732
$ 206,444 $ 369,753 $ 943,349 $ 3,274,354 $
$ 12 $ 50 $ 16 $ 842,191.00 $

94 0 6 7,663
1,526 $ 0  $ 452 $ 1,874,486 s
1,526 $ 0  $ 203 $ 245 $

75,750 25,731 278,657 1,012,070
$ 231,696 $ 712,957 $ 2,580,951 $ 16,394,544 $
$ 3  $ 28 $ 9  $ 16.20 $
$ 1,835,250 $ 1,160,039 $ 3,183,830 $ 28,367,351 $
$ 1,603,553 $ 447.082 $ 602,679 $ 11,972,607 s

21 31 38 44

6  $ 570 $ 263 $ 517 $
6 12 10 5.9

71 $ 608 $ 159 $ 160 $

$

20,869
170,352 $

8.16 $
20,447

0
203,967 $

9.98 $
0
0 $
0 $

41,316
374,319 $

9.06 $
457,866 $
83,547 $

36
294 $
32.9
328 $

36,993
171,899

4.65
17,128

0
189,479

11.06
0
0
0

54,121
361,480

6.68
615,440
253,960

68
315
30.2
334

2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE Unitized
6" PE Unitized
4" & 6" PE Dollars Unitized
4" & e" PE Dollars Per Ft
Steel Ft.
Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)

ll7;Main Dollars (Unitized)
(unitized ) Mains Dollars Per Ft

Total Charges to Bl 9603 (Incl. O/H)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust.
4" s. 6" PE Ft. Per Total Cust.
4" & 8" PE Dollars Per Total Cust. $

Services (BI 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust.

276,447
as 1,098,899 $
$ 3.98 $

1,499
$ 12,531 $

277,946
$ 1,111,430 $
$ 4.00 $
$ 1,255,936 $

0
0  $$

46,210 452,894 1,110,523
81,550 $ 3,821,724 $ 12,737,724 $

1.76 $ 8.44 $ 11.47 $
757 12,520 24

4,942 $ 438,431 $ 2,474,139 $
46,210 465,414 1,215,710
86,492 $ 4,260,155 $ 15,211,863 $

1.87 $ 9.15 $ 12.51 $
112,854 $ 4,261,543 $ 15,366,032 $

77 79 55
135 $ 663 $ 636 $

66,015
375,045 $

5.68 $
181

5,141 $
66,196

380,186 $
5.74 $

380,456 $
114
648 $

39,335
398,093

10.12
2,974
5,557

42,309
403,649

9.54
406.229

72
730

Summary 2007



SOUTHWEST GAS CORPORATION
ARIZONA

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEAR 2006
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description Valley

Bullhead
City Tucson Phoenix Southeast Yuma

New Meter Sets 4,583
4,491

92

1,274
1,261

13

8,359
8,108

251

26,459
25,930

529

871
810

61

1,225
1,176

49Residential @ 97% of Total
Non-Residential @ 3% of Total

48,843
302,126

6.19
26,305

0
388,469

14.77
0
o

381,660
$ 2,414,837 s
$ 6  $

44,168
0

$ 517,447 $
s 12 $

94
$ 1,528 $
$ 94 $

425,922
$ 2,933,812 $
$ 7  $
$ 3,220,513 $
$ 286,701 $

85
538 $

10
11s $

45,509 432,835 1 ,477,530 57,245
398,552 5 3,076,161 $ 16,218,817 $ 397,389 $

9  $ 7  $ 10.98 $ 5.91 $
16,961 59,926 203,609 18,530

5,860 5,946 64,216 0
498,715 $ 904,545 $ 4,657,428 $ 188,794 $

22 $ 14 $ 1,831,727 $ 10.19 $
0 5 8,121 0
0  $ 203 $ 2,167,563 $ 0  $
0  $ 34 $ 267 $ 0  $

59,330 498,715 1,753,508 85,775
897,385 $ 3,983,008 $ 25,277,294 $ 585,183 $

13 $ 8  $ 14.42 $ 5.83 $
848,512 $ 4,983,756 $ 24,580,452 $ 517,555 $
(48,773) $ 1,000,748 $ (596,842) $ 31,483 $

37 53 57 83
315 $ 379 $ 525 $ 491 $

18 8 10.1 21.3
391 $ 108 $ 176 $ 217 $

0
75,148

690,671
9.19

608,068
(82,603)

42
257

21 .5
317

Mains (BI 9603)
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE Unitized
6" PE Unitized
4" 8¢ 6" PE Dollars Unitized
4" & 6" PE Dollars Per Ft
Steel Ft.
Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)

¥"Main Dollars (Unitized)
T-.. (Unitized ) Mains Dollars Per Ft
Total Charges to Bl 9603 (Incl. O/H)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust.
4" & 6" PE Ft. Per Total Cust.
4" a. 6" PE Dollars Per Total Cust.

$

$

142,493
$ 1,879,671 $
$ 13.19 $

247
$ 17,083 $

142,740
$ 1,896,754 $
$ 13.29 $
$ 1,897,047 $

32
419 $

79,699 671,105 850,442
820,857 $ 5,607,467 $ 15,518,995 $

10.30 $ 8.36 $ 18.25 $
581 8,804 74,271

7,767 $ 241,772 $ 3,511,932 $
80,280 679,909 924,713

880,101 $ 5,849,239 $ 19,030,927 $
10.34 $ 8.60 $ 20.58 $

942.464 $ 5,854,746 $ 14,191,763 $
63 83 33

652 $ 692 $ 598 $

64,178
548,178

8.54 $
2,482

43,853 $
68,660

592,031 $
8.88 $

655,734 $
79

677 $

$
104,749
751,276

7.17
218

2,400
104,967
753,676

7.18
928.874

89
639

Services (BI 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust. $

Summary 2006



SOUTHWEST GAS CORPORATION
ARIZONA

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEAR 2005 ,
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description Valley
Bullhead

City Tucson Phoenix Southeast Yuma

New Meter Sets 3,503
3,433

70

1,553
1,537

16

8,456
a,202

254

29,051
28,470

581

881
819

62

1,468
1,409

59Residential @ 97% of Total
Non~Residential @ 3% of Total

Mains (BI 9603)
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE Unitized
B" PE Unitized
4" & 6" PE Dollars Unitized
4" & 6" PE Dollars Per Ft

$
$

94,051
301 ,090

3.20
16,755

0
200,049

11 .94
0

163,063
$ 1,024,247
$ 6.28

72,127
0

$ 612,577 $
$ 8  $

14,867
$ 380,559 $
$ 26 $

250,057
$ 2,018,072 $
$ 8.07 $
$ 2,897,870 $
$ 679,599 $

47
299 $

0Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)

Main Dollars (Unitized)
(Unitized ) Mains Dollars Per Ft

Total Charges to BI 9603 (incl. OIH)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust.
4" & 6" PE Ft. Per Total Cust.
4" & 6" PE Dollars Per Total Cust.

$
20.6

$ 175 $

54,122 434,123 1,345,297
471,410 $ 2,580,826 $ 13,031,844 $

7.35 $ 5.94 $ 9.69 $
10,035 52,849 158,767

0 5,998 57,842
168,177 $ 726,796 $ 5,433,071 $

17 $ 12.14 $ 25.08 $
0 205 14,479
0  $ (372,315)$ 2,643,101 $
0  $ (1,81e)$ 183 $

74,157 494,177 1,576,390
639,599 $ 2,937,720 $ 21,108,016 $

8.62 s 5.94 $
108,846 $ 3,499,451 4; 24,580,452

(530,753) $ 561 ,731
42 53

307 $ 315 $
6.5 7.1
108 $ 86 $

13.39 $
V _ $
$ 3,572,436 $

47
458 $
7.5

187 $

40,691
320,211 $

7.87 $
14,395

0
150,418 $

10.45 $
41,976

8,926 $
0  $

97,062
479,773 $

4.94 s
617,666 $
137,893 $

50
391
16.3
171

s

$

0
110,806
501,139

4.52
758,920
257,781

67
214
11.4
136

Services (Bl 9608)
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE 8¢ Steel Feet
2" PE 81 Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust.

77 879 91 ,275 394,297 939,278
$ 1,241,077 $ 1,153,192 $ 4,597,732 $ 12,249,491 $
$ 15.94 $ 12.63 $ 11.66 $ 13.04 $

8,647 1 ,829 11 ,304 82,372
$ 56,328 $ a,4e2 $ 257,599 $ 1,947,538 $

86,526 93,104 405,601 1,021,650
$ 1,297,403 $ 1,163,130 $ 4,855,331 $ 14,197,029 $
$ 14.99 $ 12.49 $ 11.97 $ 13.90 $
$ 1,297,403 $ 1,165,010 $ 4,852,492 $ 14,191,763 $

23 59 48 33
362 $ 751 561 430 $$ $ $

44,657
571,249 $

12.79 $
4,132

84,773 $
48,789

656,022 $
13.45 $

655.734 $
55

697 $

41 ,437
876,067

21 .14
718

46,778
42,155

922,845
21 .89

928.874
29

622

Summary2005



SOUTHWEST GAS CORPORATION
ARIZONA

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEAR 2004
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description Valley
Bullhead

City Tucson Phoenix Southeast Yuma

New Meter Sets 1,907
1,869

38

1,128
1,117

11

8,279
8,031

248

29,858
29,261

597

954
887
67

1,237
1,188

49Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 9603)
201,743

$ 1,322,011 $
$ 6.55 $

26,936
0

$ 279,265 $
$ 10 $

0
$ 0  $
$ #Dlw0! $

228,679
$ 1,601,277 $
s 7.00 $
$ 1,900,024 $
$ 298,747 $

108
707 $$

47,088 882,191 1,643,344
355,717 $ 2,853,682 $ 15,729,998 $

7.55 $ 7.47 $ 9.57 $
12,482 69,062 233,458

2,489 0 114,124
300,383 S 805,850 $ 10,667,814 $

20 $ 11.87 $ 30,69 $
0 1,385 88,809
0  $ 41,125 $ 5,076,329 $
0  $ 30 $ 76  $

82,059 452,818 2,057,589
858,100 $ 3,700,457 $ 31,474,141 $

10.57 $ 8.18 $ 15.30 $
708,958 $ 3,579,100 s 29,275,579 s
52,858 s (121,357)$ (2,198,582) $

42 48 56
319 $ 355 $ 538 $

14.1 13.3 8.3 11.8
148 $ 266 $ 97  $ 357 $

52,088 95,025
319,381 $ 561,943

6.13 $ 5.91
10,812 29,953

0 0
90,454 $ 338,681

8.37 $ 11.31
0 97
0  $ 4,806
0  $ 0

62,900 125,151
409,835 $ 908,248

6.52 $ 7.26
422,289 $ 1,046,217

12,454 $ 137,969
59 80

360 $ 473
11.3 24.2

95 $ 274

2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)
Dollars Per Ft
4" PE Unitized
6" PE Unitized
4" & 6" PE Dollars Unitized
4" & 6" PE Dollars Per Ft
Steel Ft.
Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)

".1§f."IMain Dollars (Unitized)
Li -Jlunitized ) Mains Dollars Per Ft

Total Charges to Bl 9603 (Incl. OlH)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust.
4" & 6" PE Ft. Per Total Cust.
4" & 6" PE Dollars Per Total Cust. $

Services (BI 9608)
< 2 n PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE 8l Steel Feet
2" PE & Up 81 Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to BI 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust.

101 ,827 44,234 471 ,984 1 ,427,334
$ 866,800 $ 1,052,956 $ 4,348,654 $ 13,384,902 $
$ 8.51 $ 23.80 $ 9.21 $ 9.38 $

1,326 0 8,776 123,518
$ 17,611 $ 0  $ 214,246 $ 2,277,714 $

103,153 44,234 480,760 1,550,852
$ 884,412 $ 1,057,338 $ 4,562,973 $ 15,662,616 $
$ 8.57 $ 23.90 $ 9.49 $ 10.10 $
$ 1,005,851 $ 1,064,338 $ 4,604,204 $ 15,778,037 $

54 40 59 49
464 $ 947 $ 542 $ 457 $$

67,574
576,381 $

8.53 $
3,292

41,430 $
70,866

617,811 $
8.72 $

620.698 $
76

650 $

58,882
722,068

12.27
1 ,065

(10,490)
59,927

711 ,579
11 .87

787.071
50

608

STF-5-9 New Main - Service Stats 2002-2007 Summary 2004



SOUTHWEST GAS CORPORATION
ARIZONA

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9503 MAINS AND 9608 SERVICES

FOR THE YEAR 2003
RESPONSE TO STAFF DATA REQUEST STF-5-9

Bullhead

Description Tucson Phoenix Southeast

New Meter Sets 26
26.051Residential @ 97% of Total

Non-Residential @ 3% of Total

$
$

114.147
673,806 5

50.763
285,956 $ 345,382

25.224

$
$

305,184 $
7  $

58.367 $
14.13 $

313,132

$
$

0  $ 72.596 $ 28,950
58

77.258
698,492

$
$

158,833
979,060 $

393.072 1.697.113
330,105 $ 2,509,788 $ 15,423,483 $

10.47 $
80.508 246.355

107.135
31,010 s 874,764 s 9,790,499 $

10.86 $ 27.70 $
48.343

69,263 $ 2,935,205 $
48,343 $

2.098.958
391,114 $ 3,453,815 5 28,149,187 $

10.62 $ 13.41 $
402.207 $ 3,493,893 $ 30,116,014 $

11,093 $ 40,078 $ 1,966,827 $

56.700
416,919 $

Mains (Bl 96031
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)
Dollars Per Ft
4" PE Urlitized
6" PE Unitized
4" & 6" PE Dollars Unitized
4" 8= 6" PE Dollars Per Ft
Steel Ft
Steel Dollar
Steel Dollars Per Ft
Total Main Footage (Unitized)

\Aain Dollars (Unitized)
(Unitized ) Mains Dollars Per Ft

Total Charges to Bl 9603 (Incl. O/H)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust
4" a. 6" PE Ft. Per Total Cust
4" 8¢ 6" PE Dollars Per Total Cust

$

$

$

908.624 $
(70,436) $

444.646 $
27,727 $

72

691.824
(6,668)

46

$
$

594,758 $
21.82 $

69.268
474,816 $

54.391
788,030

$ 55.036 $
72.517

529,852 $

54.820
789,543$

$
$

55,232 $
33,436

749,990 $
22.43 $

752.124 $
29

45.915 583.200 1.320.296
587,596 $ 4,531,804 $ 12,980,819 $

12.80 $
159.311

401 $ 442,775 $ 3,224,697 $
46.500 610.370 1.479.607

590,793 $ 4,987,511 $ 16,205,516 as
12.71 $ 10.95 $

500.795 $ 4,988,202 $ 15,194,951 $
63 78 51

529.860 $
99

794.854
49

Services (Bl 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up 81 Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust $

STF-5-9 New Main - Service Stats 2002-2007 Summary 2003



SOUTHWEST GAS CORPORATION
ARIZONA

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEAR 2002
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description Valley
Bullhead

City Tucson Phoenix Southeast

New Meter Sets 7 23.987
23.267Residential @ 97% of Total

Non-Residential @ 3% of Total

Mains (Bl 9603)
59.678

380,384 $$
$

68
587,086 $ 595,067

18.32836.047

2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE Unitized
6" PE Unitized
4" 8. 6" PE Dollars Unitized
4" & 6" PE Dollars Per Ft

56.307 $ 250,954

Steel Ft
Steel Dollar

$ 319,613 $
$ 9  $

23.751
$ 1,039,083 $
$

65.555
438,277 $ 846,786$ 2,146,977 $

s 16.70 $
$ 2,189,554 $
$ 42,577 $

390.241 1.385.477
257,937 $ 3,610,865 s 14,722,689 $

10.88 $ 10.63 $
108.200 309.308
11 83.571

14,076 $ 1,601,446 $ 11,323,934 $
13.43 $ 28.82 $

10.628 38.217
0  $ 365,059 $ 1,559,025 $
0  $

24.257 520.156 1.818.582
272,013 SB 5,592,729 $ 27,605,648 $

11.21 $ 10.75 $ 15.20 $
300,985 $ 6,007,184 $ 28,954,626 $

28,973 $ 414,455 $ 1,348,978 s
422,237 $
(16,040) $ (15,138)

Steel Dollars Per Ft
Total Main Footage (Unitized)
to Main Dollars (Unitized)
TL (Unitized ) Mains Dollars Per Ft
Total Charges to Bl 9603 (Incl. OlH)
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust
4" & 6" PE Ft. Per Total Cust
4" & 6" PE Dollars Per Total Cust

$

$

$
68,386

678,764 $
23.713 390.241 1.385.477

513,712 $ 4,069,600 $ 10,154,595 $
21.66 $ 10.43 $

486,741 $ 642,897

$ 166,954 $
70.354

845,718 $
12.02 $

846,768 $

87,635 $
70.311

574,375 $

65,256
68.924

708,153$
$
$

31,272 $ 979,974 $ 7,425,013 $
38.678 558.967 1.258.007

548,319 $ 5,064,999 $ 17,579,608 $
14.18 $ 13.97 $

548.326 $ 5,067,630 $ 17,644,704 $
73 71 47

574.385 $
95

713.503
78

Services (Bl 9608)
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to BI 9608 (incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust $

STF-5-9 New Main - Service Stats 2002-2007 Summary 2002



SOUTHWEST GAS CORPORATION
ARIZONA

DISTRICT 32 VALLEY
NEW CUSTOMER CAPITAL STATISTICS

BI NUMBERS 9603 MAINS AND 9608 SERVICES
FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007

RESPONSE TO STAFF DATA REQUEST STF-5-9

Description

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (BI 96031
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft

$
$

58.376
23.724 $

381.660
2,414,837 $

163.063
1,024,247 $

201.743
1,322,011 $

114.147
673,806 $

68.386
587,086

17.280 44 72 26.938 44.685 36.047

4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft

$ 206,444 $
11.95 $

517,447 $
11.72 $

612,577 $ 279.265 $
10,37 $

305,184 $ 319.613

7 0  $
69,62 S

158.833
979.060 $

23.751
1,039,083

$

$

1,528.41 $
75.750

231,696 $

1.528 $
94.00 $

425.922
2,933,812 $

14.867
380,559 $

25.60 $
250.057

2,018,072 s

#DIV/0! $
228.679

1,601,277 $
128.590

2,146,977

$
$

1,835,250 $ 3,220,513 $
1,603,553 $ 286,701 $

21 85
8  $

6.0

2,697,670 $
679,599 $

47

1.900.024 $
298.747 $

908.624 $
(70,436) $

2,189,554
42

$

$

$
$

276.447
1,098,899 $

142.493
1,879,671 $

13.19 $

77.879
1,241,077 $

15.94 $
866,800 $

31
694,758 $

21.82 $

68.386
678.764

12.531 $
277.946

1,111,430 $

166.954
70.354

845.718

Steel Dollar
Steel Dollars Per Ft
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
Total (Unitized ) Mains Dollars Per Ft
Total Charges to Bl 9603 (Incl. O/H)

Not Unitized
t...11..ess Ft Per Res. Customer

Unitized 2" or Less $ Per Res Cust
4" & 6" PE Ft. Per Total Cust
4" & 6" PE Dollars Per Total Cust
Services (BI 96081
< 2 " PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Llnitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust

$

$

$

$

1,255,936 $
0
0  $

17.083 $
142.740

1,896,754 $
13.29 s

1,897,047 $
32

56.326 $
86.526

1,297,403 $
14.99 $

1,297,403 $
23

17.611 $
103.153
884,412 $

1.005.851 $

55,232 $
33.436

749.990 $
22.43 $

752.124 $
29

846.768

STF-5-9 New Main - Service Stats 2002-2007 Valley



SOUTHWEST GAS CORPORATION
DISTRICT 34 BULLHEAD CITY

NEW CUSTOMER CAPITAL STATISTICS
BI NUMBERS 9603 MAINS AND 9608 SERVICES

FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007
RESPONSE TO STAFF DATA REQUEST STF-5-9

Description

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 9603)
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
$

t 8.400
343,196 $

18.65 $

46.509
398,662 $

47.088
355,717 $ 330,105 $

10.47 $

23.713
257.937

16.961

471,410 $

10.035 12.482

$ 369,753 $ 498,715 $
21.85 $

168,177 $
16.76 $

300,383 $
20.06 $

61,010 $
11.52 $

14.076

0  $

$
74

639,599 $

24.257
272.013$

$
$
$

25.731
712,957 $

27.71 $
1,160,039 $

447,082 $

69.330
897,385 $

12.94 $
848,612 $
(48,773) $

108,846 $
(530,753) $

42

62.059
656,100 $

10.57 $
708,956 $

52,856 $
42

36.820
391,114 $

10,62 $
402,207 $
11.093 $

44

300.986
28.973

46.210
81,550 $

79.699
820,857 $

10.30 $

91
1,153,192 $

12.63 $
1,052,956 $

23.80 $

45.915
587,596 $

12.80 $

23.713
513.712

$ 4.942 $
46.210
85,492 $

31
38.678

548.319$
$

4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft
Steel Dollar
Steel Dollars Per Ft
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
Total (Unitized ) Mains Dollars Per Ft
Total Charges to Bl 9603 (Incl. O/H)
Dollars Not Unitized

ass Ft Per Res. Customer
.ed 2" or Less $ Per Res Cust

4" & 6" PE Ft. Per Total Cust
4" 8t 6" PE Dollars Per Total Cust
Services (Bl 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust

112,854 $
77

7,767 $
80.280

830,101 $
10.34 $

942.464 s
63

8.462 $
93

1,163,130 $
12.49 $

1,165,010 $
59

0  $
44.234

1,057,338 $
23.90 $

1,064,338 $
40

46.500
590,793 $

12,71 $
500,795 $

63
548.326

73

STF-5-9 New Main - Service Stats 2002-2007



SOUTHWEST GAS CORPORATION
ARIZONA

DISTRICT 36 TUCSON
NEW CUSTOMER CAPITAL STATISTICS

BI NUMBERS 9603 MAINS AND 9608 sERvicEs
FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007

RESPONSE TO STAFF DATA REQU EST STF-5-9

Description 2007 2006 2005 2004 2003 2002

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 96031

5,945
5,767

t78

8,359
8,108

251

8,456
8,202

254

8,279
8,031

248

7,721
7,489

232

7,545
7,319

226

$
$

$
$

$
$

g \
£

E .

$
$
$
$

$

220,646
1,632,137 $

7.40 $
51,973

6,028
943,349 $

16.26 $
6

4 5 2  $
202.85 $

278,657
2,580,951 $

9.26 $
3,183,830 $

602,879 $
38

2 8 3  $
9.8

1 5 9  $

432,835
3,076,161 $

7.11 $
59,926

5,945
904,545 $

13.73 $
6

203  $
33.81 $

498,715
3,983,008 $

7.99 $
4,983,756 $
1,000,748 s

53
a 7 9  $
7.9
1 0 8  $

434,123 382,191 393,072
2,580,826 $ 2,853,682 $ 2,509,788 $

5 .94  $ 7.47 $ 6.39 $
52,849 69,062 80,508

6,998 0 22
726,796 $ 805,650 $ 674,764 $

12.14 $ 11.67 $ 10.86 $
205 1,365 3,119

(372,316) $ 41,125 $ 69,263 $
(1,616.17)$ 30.13 $ 22.21 $

494,177 452,616 476,721
2,937,720 $ 3,700,457 $ 3,453,815 $

5 .94  $ 6.16 $ 7 .24  $
3,499,451 $ 3,579,100 $ 3,493,893 $

561,731 $ (121,357)$ 40,076 $
53 48 52

3 1 5  $ 3 5 5  $ 3 3 5  $
7.1 8.3 10.4
6 6  $ 9 7  $ 1 1 3  $

390,241
3,610,865

9.25
108,200

11 ,079
1,601 ,446

13.43
10,628

365,059
34.35

520,156
5,592,729

10.75
6,007,184

414,455
53

493
15.8
212

2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE
6" PE
4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft.
Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
Total (Unitized ) Mains Dollars Per Ft
T j . charges to BI 9603 (Incl. O/H)
Dis." .is Not Unitized
2" or Less Ft Per Res. Customer
Unitized 2" or Less $ Per Res Cust.
4" 8¢ 6" PE Ft. Per Total Cust.
4" & 6" PE Dollars Per Total Cust. $

$
$

$

$
$
$

452,894
3,821,724 $

8 . 44  s
12,520

438,431 $
465,414

4,260,155 $
9 . 15  $

4,261,543 $
79

663  $

671,105
5,607,467 $

8 .36  $
8,804

241,772 $
679,909

5,849,239 $
8.60 $

5,854,746
83

692  $

394,297
4,597,732 $

11.66 $
11,304

257,599 $
405,601

4,855,331 $
11.97 $

$ 4,852,492 $
48

5 6 1  $

471,984
4,348,654 $

9.21 $
8,776

214,246 $
480,760

4,562,973 $
9 .49  $

4,604,204 $
59

5 4 2  $

583,200
4,531,804 $

7 .77  $
27,170

442,776 $
610,370

4,987,511 $
8 .17  $

4,988,202 $
78

607  $

390,241
4,069,600

10,43
36,107

979,974
558,967

5,064,999
9.06

5,067,630
i t

558

Services (Bl 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust. $

STF-5-9 New Main - Service Stats 2002-2007 Tucson



SOUTHWEST GAS CORPORATION
ARIZONA

DISTRICT 42 PHOENIX
NEW CUSTOMER CAPITAL STATISTICS

BI NUMBERS 9603 MAINS AND 9608 SERVICES
FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007

RESPONSE TO STAFF DATA REQUEST STF-5-9

Description

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 96031
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft

20.446
20.037

26.459 29.051
28.470

29.858
29.261

26.583
26.051

23.987
23.267

Ft
cl. O/H)

883.042 1.477.530 1.345.297 1.643.344 1.697.113 1.385.477
$ 10,364,664 $ 16,218,817 $ 13,031,844 $ 15,729,998 $ 15,423,483 $ 14,722,689

11.74 $ 10.98 $
203.609 158.767 233.458 246.355 309.308

29.732 64.216 57.842 114.124 107.135 83.571
$ 3,274,354 $ 4,657,428 $ 5,433,071 $ 10,667,814 $ 9,790,499 $ 11,323,934
$ 842,191 $ 1,831,727 $ 25.08 s 30.89 $ 27.70 $

8 14.479 66.609 38.217
$ 1,874,486 $ 2,167,563 $ 2,643,101 $ 5,076,329 $ 2,935,205 $ 1,559,025

244.52 $ 288.91 $ 182.55 $ 78.21 $ 48,343.00 $
1.012.070 1.753.508 1.576.390 2.057.589 2.098.958 1.816.582

$ 16,394,544 $ 25,277,294 $ 21,108,018 $ 31,474,141 $ 28,149,187 $ 27,605,648
$ 18.20 $ 14.42 $ 13.39 $ 15.30 $ 13.41 $
$ 28,367,351 $ 24,880,452 s 24,880,452 $ 29,275,579 $ 30,118,014 $ 28,954,828
$ 11,972,807 $ (598,842) s 3,572,488 $ (2,198,582)$ 1,988,827 $ 1,348,978

$

cl. O/H)

1,110.523 850.442 939.278 1.427.334 1.320.296 1.385.477
$ 12,737,724 $ 15,518,995 $ 12,249,491 $ 13,384,902 $ 12,980,819 s 10,154,595
$ 11.47 $ 18.25 $ 13.04 $

74.271 82.372 123.518 159.311
$ 2,474,139 $ 3,511,932 $ 1,947,538 $ 2,277,714 s 3,224,697 $ 7,425,013

1.215.710 924.713 1.021.650 1.550.852 1.479.607 1.258.007
$ 15,211,863 $ 19,030,927 s 14,197,029 $ 15,662,616 $ 16,205,516 $ 17,579,608
$ 12.51 $ 20.58 $ 13.90 $ 10.10 $ 10.95 $
$ 15,366,032 $ 14,191,763 $ 14,191,763 $ 15,778,087 s 16,194,961 $ 17,844,704

4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft
Steel Dollar
Steel Dollars Per Ft
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
Total (Unitized ) Mains $ Per
Total Charges to Bl 9603 (In
Dollars Not Unitized
2" or Less Ft Per Res. Customer
2" or Less Dollars Per Res Cust
4" & 6" PE Ft. Per Total Cust
4" & 6" PE Dollars Per Total Cust.
Services (Bl 9608)
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to BI 9608 (In
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust

1-9

STF-5-Q New Main - Service Stats 2002-2007 Phoenix



SOUTHWEST GAS CORPORATION
ARIZONA

DISTRICT 47 SOUTHEAST
NEW CUSTOMER CAPITAL STATISTICS

BI NUMBERS 9603 MAINS AND 9608 SERVICES
FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007

RESPONSE TO STAFF DATA REQUEST STF-5-9

Description

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains lI 9603)
2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
$

67.245
397,389 $ 320,211 $

52.088
319,381 $ 285,956 $

59.678
380,384170,352 $

20.447 18.530 10

$ 203,967 $ 188,794 $
10.19 $

150,418 $
10.45 $

41
8,926 $

90.454 $ 58,367 $
14,13 $

56.307

41
374,319 $

85.775
585,183 $

97.062
479,773 $

62
409,835 $

72,596 $
40.17 $

56.700
416,919 $

65.555
438,277$

$
$
$

457.866 $
83,547 $

617,666 $
31.483 $

83

617,666 $
137,893 $

50

422,289 $
12.454 s

59

444,646 $
27,727 $

72

422.237
(16,040)

86

$

4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft
Steel Dollar
Steel Dollars Per Ft
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
TQi:>1.(Unitized ) Mains $ Per Ft

barges to Bl 9603 (Incl. O/H)
DOrmers Not Unitized
2" or Less Ft Per Res. Customer
Unitized 2" or Less $ Per Res Cust.
4" a. 6" PE Ft. Per Total Cust
4" 8= 6" PE Dollars Per Total Cust 75

Services (Bl 96081
69.268

474,816 $
66

486,741$
$

66.015
375,045 $

64
548,178 $

44.657
571,249 $

12.79 $

57.574
576,381 $

$ 5
66

380,186 $

43.853 $
66.660

592,031 $

41,430 $
70.866

617,811 $

55,036 $
72.517

529,852 $

4
87.635
70.311

574,376

< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up & Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (Incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust

$
$
$ 380.456 $ 655.734 $

79

84,773 $
48.789

656,022 $
13.45 $

655,734 $
55

820,698 $
76

529,860 $
99

574.385
95

STF-5-9 New Main - Service Stats 2002-2007 Southeast



SOUTHWEST GAS CORPORATION
ARIZONA

DISTRICT 48 YUMA
NEW CUSTOMER CAPITAL STATISTICS

BI NUMBERS 9603 MAINS AND 9608 SERVICES
FOR THE YEARS ENDED DECEMBER 2002 THROUGH 2007

RESPONSE TO STAFF DATA REQUEST STF-5-9

Description 2007 2006 2005 2004 2003 200z

New Meter Sets
Residential @ 97% of Total
Non-Residential @ 3% of Total

Mains (Bl 96031

568
545

23

1,225
1,176

49

1,468
1,409

59

1,237
1,188

49

1,147
1,101

46

898
862

36

$
$

$
$

$
$

2" or Less PE Feet (Unitized)
2" or Less PE Dollars (Unitized)

Dollars Per Ft
4" PE
6" PE
4" & 6" PE Dollars
4" & 6" PE Dollars Per Ft
Steel Ft.
Steel Dollar
Steel Dollars Per Ft.
Total Main Footage (Unitized)
Total Main Dollars (Unitized)
Total,(Unitized ) Mains Dollars Per Ft

9;. .)barges to Bl 9603 (Incl. O/H)
De;;;S Not Unitized
2" or Less Ft Per Res. Customer
Unitized 2" or Less $ Per Res Cust.
4" s 6" PE Ft. Per Total Cust.

$
$
$
$

3 6 , 9 9 3
171,899 $

4 . 6 5  $
1 7 , 1 2 8

0
189,479 $

1 1 . 0 6  $
0
0  $

0 . 0 0  $
5 4 , 1 2 1

361,480 $
6 . 6 8  $

615,440 $
253,960 $

6 8
3 1 5  $

3 0 . 2
3 3 4  $

4 8 , 8 4 3
302,126 $

6 . 1 9  s
2 6 , 3 0 5

0
388,469 $

1 4 . 7 7  $
0
0  $

0 . 0 0  $
7 5 , 1 4 8

690,671 $
9 . 1 9  $

608,068 $
(82,603) $

. 4 2
2 5 7  $

21 . 5
3 1 7  $

94,051 95,025
301,090 $ 551,943 $

3 .20  $ 5.91 $
16,755 29,953

0 0
200,049 $ 338,681 $

11.94 $ 11.31 $
0 97
0  $ 4,806 $

0 .00  $ 0 .00  $
110,806 125,161
501,139 $ 908,248 $

4 . 52  $ 7 .26  $
758,920 $ 1,046,217 $
257,781 $ 137,959 $

67 80
214  $ 4 7 3  $

11.4 24.2
1 3 5  $ 2 7 4  $

5 1 , 1 2 6
345,382 $

6 . 7 6  $
2 5 , 2 2 4

0
313,132 $

1 2 . 4 1  $
4 9 9

2 8 , 9 5 0  $
5 8 . 0 2  $

7 7 , 2 5 8
698,492 $

9 . 0 4  S
691,824 $

(6,668) $
4 6

3 1 4  $
2 2 . 0
2 7 3  $

8 2 , 6 6 5
5 9 5 , 0 6 7

7 . 2 0
1 8 , 3 2 8

0
2 5 0 , 9 5 4

1 3 . 6 9
2 0

7 6 5
3 8 . 2 3

1 0 1 , 0 1 3
8 4 6 , 7 8 6

8 . 3 8
8 3 1 , 6 4 8
( 1 5 , 1 3 8 )

9 6
6 9 0

2 0 . 4
2 7 9

$

$

$
$

$

$
$
$

39,335
398,093 $

10.12 $
2,974
5,557 $

42,309
403,649 $

9 .54  $
406,229 $

72
7 3 0  $

104,749
75t ,276 $

7.17 $
218

2,400 $
104,957
753,676 $

7.18 $
928.874 $

89
639  $

41,437
876,067 $

21.14 $
718

46,778 $
42,155

922,845 $
21.89 $

928.874 $
29

5 2 2  $

58,862
722,068 $

12,27 $
1,065

(10,490) $
59,927

711,579 $
11.87 $

787,071 $
50

608  $

54,391
788,030 $

14.49 $
429

1,513 $
54,820

789,543 $
14.40 $

794,854 $
49

7 1 6  $

6 7 , 5 7 4
6 4 2 , 8 9 7

9 . 5 1
1 ,350

6 5 , 2 5 6
6 8 , 9 2 4

7 0 8 , 1 5 3
1 0 . 2 7

7 1 3 . 5 0 3
7 8

7 4 6

4" 8= 6" PE Dollars Per Total Cust.
Services (BI 96081
< 2 ll PE Feet
< 2" PE Dollars
Dollars Per Ft
2" & Up PE & Steel Feet
2" PE & Up 81 Steel Dollars
Total Service Footage (Unitized)
Total Service Dollars (Unitized)
Total Service Dollars Per Ft
Total Charges to Bl 9608 (incl. O/H)
<2" Ft Per Res. Customer
<2" Dollars Per Res Cust. $

STF-5-9 New Main - Service Stats 2002-2007 Yuma
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Internal Audits. Please list all internal audit reports of SWG and its affiliates for
2005 through 2007. Please make copies of the listed internal audit reports
available for review. Also, provide a list of all internal audits currently being
undertaken for which a report has not yet been issued.

Respondent: Internal Audit

Response:

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

Request No. STF-1-68:

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1-1 THROUGH ACC-STF-1-99)

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9, 2007

241-068

EXHIBIT PST-3

Please see the attached lists.

Attachment A provides a list of all internal audit reports of Southwest and its
affiliates from 8/1/04 through 11/1/07.

Attachment B provides a list of all internal audits in progress.

Southwest deems the contents of the internal audit reports "confidential" and will
provide copies of selected reports or make them available for review on~site
subject to a signed protective agreement between Southwest and ACC Staff.

x



Elko District Audit 8/15/04
Winnemucca District Audit 8/16/04
Mobile Service Application Review 8/24/04
Help Desk/Remedy Review 8/25/04
Corporate Purchasing Audit 8/30/04
Electronic Mapping Repository System Application
Review 8/31/04
Shareholder Relations System Application Review 9/9/04
SOX General Computer Controls (A&P) 9/20/04
SOX NPL Review 9/21/04
Carson City District Audit 9/24/04
Physical Inventory 10/5/04
Oracle Security Review 10/25/04
LNG Inventory Allocation Audit 11/17/04
LNG Inventory Allocation Audit Report for Year-End
2004/Gruber 11/18/04
LNG Inventory Allocation Audit Report for Year-End
2004/Armstrong 11/18/04
WMDVBE Validation Review 12/28/04
UNIX Security Review 1/4/05
CICS/\/TAM Review 3/21/05
SAP Post-Implementation Review 3/25/05
Ernst & Young's SAP Post-Implementation Review 3/25/05
Customer Assistance Support 8. Training Audit 4/7/05
SWG Foundation 2004 Financial Statements 4/15/05
Product Evaluation 5/t 2/05
TSO and SDSF System Software Reviews 5/20/05
Wireless Security Review 5/24/05
Cisco Router Security Review 6/10/05
Yuma District Audit 6/16/05
Treasury Services Department Audit 6/16/05
Accounts Payable Audit 6/16/05
Right of Way Department Audit 6/21/05
NPL - Manassas Operations Audit 7/15/05
Annual Physical Inventory 8/19/05
Corporate Communications & Community Affairs 8/29/05
Contract Administration 9/13/05
Help Desk Review 9/16/05
Southwest Vista Review 9/22/05
Training Tracking System Application Review 9/26/05
NPL Illinois Operations & Limited SOX Audit 9/26/05
NPL Lakeville, MN - Operations Audit 10/11/05
Incline Truckee District Audit 10/11/05
OpenVMS Operating System & SCADA System
Reviews - Corporate 10/11/05

Attachment A
Internal Audit Reports Issued

August 15, 2004 - November 15, 2007

Audit Report Title Report Date

Page 1 of 6



OpenVMS Operating System 8. SCADA System
Reviews - Paiute 10/24/05
Information Management System Database Review 10/24/05
GroupWise Application Review 10/24/05
Gas Purchases & Transportation Operational Audit 10/24/05
NPL Phoenix Fraud Investigation 10/25/05
Mobile Services Review 10/26/05
KoVIS Review 10/26/05
Software Pius Review 10/28/05
LNG Inventory Allocation Audit 11/17/05
LNG Inventory Allocation Audit Report for YE 2005 -
Sierra Pacific 11/17/05
LNG Inventory Allocation Audit Report for YE 2005
SWG 11/17/05
Data Center Review 11/28/05
Credit & Collections Function Operational Audit 11/28/05
Data Center Access Review 12/6/05
Oracle Application Parameter Review 12/6/05
General Computer Control Reviews 12/6/05
GCC - Novell Quarterly Review 12/9/05
DRMS 12/16/05
Europe 12/21/05
Fallon Audit Report 1/4/06
Aviation Final Report 1/6/06
NPL Baltimore 1/6/06
Electronic Mapping Repository System 1/16/06
Tucson District 1/17/06
NPL Tucson Audit Report 1/t9/06
Vista Plus 1/27/06
Meter Tracking System 2/10/06
Oracle Discover System 2/13/06
Corporate Policies a. Procedures Audit 2/15/06
CAP & Billing Control Audit 2/15/06
Employee Retirement Plan Recalculation Audit 2/15/06
Reconciliation System (RCN) Application Review 2/15/06
Groupwise Application Review 2/16/06
Phoenix District Audit 2/17/06

NPL Prescott Valley Operations & Limited SOX Audit 2/21/06
NPL Tucson, AZ SOX & Operations Audit 2/24/06
Bullhead City District Audit 3/2/06
Las Vegas District Audit 3/15/06
Telecommunication Review 3/16/06
Mobile Services 3/20/06
Cisco Router Security Review 3/21/06
Shareholder Relations System Review 3/23/06
Corporate Fleet Management Audit 3/27/06

Internal Audit Reports Issued
August 15, 2004 - November 15, 2007

Audit Report Title Report Date

Page 2 of 6



Fleet Information System Review 3/31/06
HR Compensation Audit - 5 day 4/11/06
RACF Security Review 4/14/06
HR Compensation 4/19/06
Physical Access 4/24/06

Work Management System (WMS) Application Review 5/10/06
Bank of America Direct System 5/16/06
Data Request Management System Review 5/17/06
GTS Review 5/18/06

Facilities Management (Building Services Dept) Audit 5/19/06
Engineering Staff - Code Compliance 6/1/06
Carson Ci District Audit 6/12/06
UNIX Security Review 6/13/06
Sierra Vista 8< Douglas Offices/Southeast Arizona
District Audit 6/14/06
Hiring Practices Audit 6/14/06
Morenci Office/Eastern Arizona District Audit 6/19/06
Sarbanes-Oxley Logical Security Control B8.8 6/19/06
ITRON Premiere Plus 4 Review 6/28/06
Operational Quality Assurance `epartment Audit 6/28/06
Materials Management information Systems (MMIS)
Review 7/5/06
Sierra Vista & Douglas Offices/Southeast Arizona
District Audit 7/14/06
Issue from PWC's Interim ITGC Testing 7/14/06
Oracle Discoverer System Review 7/14/06
Risk Management Audit 7/24/06
Corporate Purchasing 8/8/06
NPL Dallas Operations 8¢ Limited Sox Audit 8/21/06
Sarbanes-Oxley Logical Security Control 8/21/06
Engineering Staff - Design & Standards 8/21/0S
KOVIS 8/30/06
Paiute SCADA 9/14/06
Attack and Penetration External Security Review 9/15/06
Measurement & Control (Eng. Staff) 9/19/06
Employee Expense Report 9/21/D6
Victowille District 9/29/06
SCADA - Paiute 9/29/06
GRPS 10/4/06
PI Report 10/6/06
Equity Edge 10/30/06
TSO and SDSF 10/30/06
Sarbanes-Oxley Logical Network Control 10/31/06
Corporate Compliance 11/15/06

Internal Audit Reports Issued
August 15, 2004 - November 15, 2007

Audit Report Title Report Date

Page 3 of 6



Paiute Pipeline Liquefied Natural Gas inventory
Allocation Audit 11/16/06
Continuing Property Records Application Review 11/20/06
Walker General Ledger Application Review 11/20/06
Plant Information 11/27/06
Work Order System Report 11/27/06
NPL Kansas Audit Report 11/29/06
Novell Security 11/30/06
Hedge Capture & Control 12/18/06
WMS Audit Report 12/20/06
Corporate Payroll 12/20/06
Globe District Audit 12/20/06
NPL Connecticut 12/26/06
GOSS Construction 12/29/06
GOSS Contractor Qualification 12/29/06
Line Locate I Leak Survey Review 12/29/06
NPL Colorado 12/29/05
Equal Employment / Affirmative Action 1/4/07
Oracle Review 1/8/07
Help Desk Review 1/8/07
Big Bear District Audit 1/22/07
Citrix Review 1/24/07
Vista Plus Application Review 1/31/07
Aviation Audit 2/8/07
Inventory Management Review 2/9/07
Valley District/Southern AZ Division 2/20/07
NPL Minden, NV Operations & SOX 2/27/07
Accounting Control Review 2/27/07
Paiute Pipeline Scheduling System 3/7/07
Training Tracking System (TI'S) Application Review 3/9/07

•Equity Ed e Application Review 3/19/07
Workers' Compensation Audit 3/20/07
Corporate HR Training 3/20/07
Cisco Router Review 3/23/07
Affiliate Transactions 4/3/07
SWG Foundation Review 4/5/07
Electronic Mapping Repository System (EMRS) 4/6/07
GroupWise Application Review 4/13/07
Resource Access Control Facility (RACF) 5/1/07
Credit & Collections Audit 5/14/07
Paiute Open VMS, Operating System & SCADA 5/15/07
SWG Open VMS, Operating System 8. SCADA 5/15/07
Voice Communications Review 5/17/07
Transfer Agent/Registrar Review 5/29/07
Southwest Vista Review 5/29/07
Data Center Review 6/1/07
Elko District Audit 6/5/07

Internal Audit Reports Issued
August 15, 2004 - November 15, 2007

Audit Report Title Report Date

Page 4 of 6



Winnemucca District Audit 6/5/07

South Lake Tahoe District Office/Northern NV Division 6/5/07
NPL Georgia Area Office 8¢ SOX 6/8/07
Yuma District Audit 6/12/07
Mobile Service Application Review 6/19/07
Key Account Management Review 6/27/07
Disk Management Review 7/9/07
Pricing & Tariffs Audit 7/9/07
Systems Planning Audit 7/9/07
ITRON Premiere Plus 4 System Review 7/17/07
Information Management System Database (ITS) 7/17/07
Paiute Pipeline Scheduling System 7/18/07
Contract Administration Department 7/24/07
NPL Special Projects Office 8/8/07
Central Graphics Review 8/8/07
Novell Security (eDirectory) 8/9/07
Oracle Database Review 8/10/07
Incline Village/Truckee District 8/17/07
Work Management System (WMS) Application 8/23/07
Citrix Review 8/27/07
Employee Expense Reports 8/29/07

Time Sharing Option System Display/Search Facility 9/7/07
NPL Las Vegas Operations & SOX 9/24/07
NPL PG County, MD Operations & SOX 9/24/07
Revenue Requirements Review 9/25/07
Oracle Discoverer System 9/28/07
UNIX Security Review 10/2/07
Dial-In Access Review 10/2/07
Annual physical Inventory 10/31/07
Materials Management Information Systems (MMIS)
Review 11/13/07

, ¢ ~ ,

»

Internal Audit Reports Issued
August 15, 2004 - November 15, 2007

Audit Report Title Report Date

Page 5 of 6



Attachment B
Internal Audits In Progress
as of November 15. 2007

Audit Description
Expected

Completion Date

Audits of Internal Controls Over Financial Reporting
Revenue Cycle
Tax Cycle
Procure-to-Pay Cycle
Treasury Cycle
Payroll 8¢ Benefits Cycle
Property Cycle
Gas and Regulatory Accounting Cycle
Entity Level Controls
Financial Reporting Cycle
Critical Spreadsheets
NPL Central
NPL Entity Level Controls
NPL Critical Spreadsheets

12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007
12/28/2007

Operational Audits
Employee Health Insurance Audit
Corporate Safety Audit
Federal Regulatory Affairs
State Regulatory Affairs
NPL Ontario Area Offi
NPL Phoenix Area Office
GEDAC Audit

12/28/2007
12/28/2007
12/28/2007
12/28/2007
11/30/2007
11/30/2007
11/30/2007

Information Technology Audits
SOX General Computing Control Review
NPL - SOX General Computing Control Review
Employee Accounts Receivables System Review
Kofile Visual Information System Review
Help Desk I Remedy Application Review
Risk Master System Review
SOX Financial Cycle Automated Controls

12/28/2007
12/28/2007
11/1/2007

11/15/2007
11/15/2007
11/30/2007
12/28/2007

Page 6 of 6



EXHIBIT PST-4

241-073
SOUTHWEST GAS CORPORATION

2007 GENERAL RATE CASE
DOCKET no. G-01551A-07-0504

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-1

(ACC-STF-1 -1 THROUGH ACC-STF-1-99)

DOCKET NO
COMMISSION
DATE OF REQUEST

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
NOVEMBER 9. 2007

Request No. STF-1-73

Management Audits. Please provide a copy of any and all management and
performance audits of the Company, issued since the last rate case

Respondent: Internal Audit

Response

Please see the list of internal audit reports provided in response to data request no
STF-1-68

All significant functions, activities, and systems of the Company are subject to an
internal audit, nciuding functions performed by management. Internal Audit takes
a risk-based approach to selecting which audits to perform. The audit plan is
reviewed with and approved by the Audit Committee of the Southwest Board of
Directors each year

Southwest deems the contents of the internal audit reports "confidential" and will
provide copies of selected reports or make them available for review on-site
subject to a signed protective agreement between Southwest and ACC Staff



Cost-saving Programs. Please list and describe in detail any cost-saving programs
implemented during the period 2006 through the present. For each program listed
in response to this request, show the anticipated and achieved savings. Include
calculations of savings amounts and explain any assumptions used in such
calculations. For each cost-saving program listed, provide the cost-benefit
analyses for each program. Show the impact of each such cost-saving program on
the test year.

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

Response:

Respondent: Revenue Requirements / Divisions

Request No. STF-1-35:

In March 2007, Construction adopted a program that allows Line Locators to
receive work tickets via PC. The program allows for a centralized printer to
print all tickets, reducing the need to sort tickets that previously came in via
fax. Consequently, the fax machine is no longer needed, therefore,
eliminating the need to renew the lease. Savings in manpower are
estimated at 1-2 hours a week per yard.
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2. In 2007, Construction -- West assigned a third welder to the fabrication shop
at the 43rd Avenue facility. This assignment has allowed the shop to
produce all needed spools, Meter Set Assemblies, regulator stations and
various other fabrications while greatly reducing overtime. In addition to the
reduction in overtime, fabrications made by contractors have also been
greatly reduced (zero since the third welder was added). Estimated savings
include 6-8 overtime hours per week, a reduction in invoicing from
contractors and this also allows Mt. View personnel to use its weld shop
space for other needs.
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Response to STF-1-35: (continued)

3. In 2007, Customer Service adopted a new technician truck design to
decrease overall operating costs. The savings equates to approximately
$3,500 per vehicle. In 2007, 40 trucks were replaced and 23 modified for a
total of 63 trucks, 11 vehicles will be replaced in 2008. The cost savings for
both years will be $295,000

4. From May to October of 2007, Construction -- West adjusted the shift
reporting time for one hit truck to 5:30 a.m. This change was in response to
the high number of line breaks that occur early in the morning in the Festival
Ranch area. Festival Ranch is located midway between the Wickenburg
and 43rd Avenue facilities, making response to emergencies during rush
hour difficult. By deploying this crew early, response time was reduced
considerably and the need for a call-out of duty crews was negated. During
this six-month span, crews responded to approximately 10 emergency calls
which saved an estimated 60 hours of overtime



DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

Cost-saving Programs. Please provide a complete explanation of any and all
expense reduction goals the Company has concerning the development of its
2007 and 2008 budgets.

Request No. STF-1-36:

Respondent: Corporate Planning Department

The Company did not have any specific expense reduction goals during the
preparation of the 2007 and 2008 budgets. The Company budget is prepared
utilizing a bottom-up approach, in which all Divisions and Staff Departments are
provided targets for capital expenditures and operations and maintenance ("O&M")
expenses for use during preparation of their respective budgets. The
Division/Department budgets are approved by the Vice President responsible for
that function.

Response:

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504
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These individual budgets are compiled by the Corporate Planning Department,
analyzed for reasonableness, and presented to senior management for approval.
If senior management questions the amount of any particular capital or oa.M item,
additional research is performed by the Corporate Planning Department and the
applicable Division or Staff Department. The results of this additional research are
then presented to senior management, if the expenditure is not deemed necessary,
the item is removed from the budget.

i
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CHAPTER II

Executive Summary

This chapter discusses the frame of rcfeience of the audit, provides TB&A's overall
assessment of the company, and presents the recommendations for each of the four focus
areas in priority ranking. It so includes our overall recommendations for the company and
the Commission with respect to the major issues facing the company in the Nineties.

Context of the Audit

when reviewing the findings, conclusions and mecounmcndations of this audit and
foaming overall judgments about Maryland Natural Gas and Washington Gas Light
Company, it is important to keep in mind the overall context of this report. As explained in
the introduction, this study was a focused audit of four specific functional areas of the
company. While three of those areas, organization, planning and work management
transcend specific functional areas and affect the tire conlpillY. the readca' must bear in
mind that major areas of the company operations, such as gas supply, gas operations,
finanoeamd acoonnm'ng,andinformstion systems, tonanreafew,waeoutside rhcscopeof
the audit. Sonic of those ams. particularly gas supply, have been examined in other' recent
audits for the Commission; TB&A reviewed their conclusions but did not duplicate those
studies. As a result, overall conclusions about the company's management and operations
must be considered carefully against the backdrop of this and the other studies.

Overall Conclusions

With those caveats, the cxossfunctional name of most of the areas audited enable us to
form some overall conclusions about the company. Overall, we believe the company is
reasonably well-managed. Management has dellnonstlrated a commitment to shape the
organization to meet the needs of the various stakdtoldens, a "form follows function"
orientation. We recommend improvements to the company's planning and goal-setting
process, but none that the most difficult part of that process, that of developing a goal-setting
oncntation and implementing a process, is already in place and has the commitment of an
keels of management. This is reflected in our recommendations in the area of corporate and
strategic planning, which are more in the nature of fine-tuning as opposed to revamping.

In the areas of customer services and personnel, labor relations and work management,
the company has also dennonstrated a commiunmt to improvement. The 1985 reorganization
into jurisdictions land the subsequent organizational changes reflect a realization that the
corporate organization must adapt w a dynamic environment and that the results of changes
must be carefully monitored for potential side effects. The work management systems in
place, although some are dated, demonstrate an understanding that work force productivity
can and should be monitored regularly. The company keeps abreast of compensation trends
through its surveys and considers those results in setting wage and salary levels.

11-1



The Challenge of the Nineties

It is in the area of expansion and growth that the company faces its greatest challenge.
The company is unsung a.\ aggressive expansion program in its existing service territory as
well as actively seeking additional franchise areas. A11 other thongs being quai, we believe
residents of Maryland (and the other jurisdictions served by the company as well) are better
off having gas service available to them. I t  fos ters  competit ion, is  one of ,  i f  not the most
environmentally preferable fuel sources, and is domestically produced.

The catch iS "all other things hem'ng equal." We believe that in artier to support its
aggressive expanxsien pmogxcann, the company must be ¢qumy aggressive in reducing the costs
of new construction and their associated effects on rates. At this time, most of the company
efforts in this area are dineetcd towed growth with a much lower level of effort toward
reducing costs of new consufucxion. We believe that the effort needs to be baianccd until
costs have baelu significantly reduced. Costs per new hookup are running over three times
greater thaurx average ennbedded cost per customer. The company rmxst ask and answer the
question, "How dose Te embedded cost can we Ming Mcrementd costs?"

Related to the area of now construction (but also having impacts on other pflm of !he
company as well), T8&A identified opponnmities for improvement in the following areas:

4-

•

•

•

Communications between organizational units, particularly distribution, marketing
and customer saviccs,
Competing methods for addressing the high cost problem.
Development of an overall program to °m¢¢@»a¢¢ individual cost reduction
techniques.
Focus on the customer (where the customer in these cases is a builder or
contractor).

Coupicd with these oppoLrt\mitics is an insufficient emphasis on cost and rate issues and a
lack of timely rate studies.

Drawing upon the findings of scverad of the chapncrs in this report, we make the
foI\owlmg global recommendations, which arc of the highest priority:

• The company should make an annual presentation to the Commission of MEG's
construction program, its projected effects on rates for a five year period, and
annual cost pernew hookup objectives for each of the five years.

C To achieve significant cost per new hookup reductions as rapidly as possible, we
recommend that M company undertake a detailed review of all aspects of its
capital construction program, which would include implementation of
progananumaltic changes to increase efficiency and effectiveness and to reduce costs.
We believe the company will require outside expertise to do this and that the
Commission and/or its staff should be have some involvement in the process.

o T he c ompany s hou ld  als o under take a s imi lar  review of  the balanc e of  i t s
operat ions  af ter  the former  is  well under  way ,  again w ith the use of outside
expertise.

H -2



We note that the company begansuch a program with its "quality process",described in
Chapter IH of this report. However, as at many other companies, WGL fell victim to some
of the more common pitfalls of such a program, including an underestimation of the
difficulty of bringing about cultural changes and a focus on teclmicd and operational issues
at the expense ofleadershipandmanagement issues.
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ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-5

(ACC-STF-5-1 THROUGH ACC-STF-5-20)

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 26, 2007

Request No. STF-5-18:

Please provide the per therm charge and total charges collected under the GRF
tariff for the period 1/1/02 through the most recently available.

Respondent: Pricing & Tariffs

Resnonsez

Southwest first implemented its R8¢D surcharge on March 1, 2006 per Decision No.
68487. The Southwest GRF Surcharge rate effective March 1, 2006 was $.00113
per therm. On May 1, 2007, the rate was changed to 96.00074 per therm. From
March 2006 through November 2007, Southwest collected a total of $1,074,582
under the GRF tariff.



Please provide a list of all DSM projects that were under way since 1/1/02, together
with the following information about each:

Respondent: Conservation & Demand Side Management

Request No. STF-5-5:

DOCKET NO.:
COMMISSION:
DATE OF REQUEST:

d. Cost-benefit analyses conducted, including annual costs, annual energy
savings, how the savings were to be measured, payback period

e. Actual cost-benefit results including annual costs, annual energy savings,
how the savings were measured, payback period

b. Date started

a. Project summary

Date completed

ARIZONA CORPORATION COMMISSION
DATA REQUEST no. ACC-STF-5

(ACC-STF-5-1 THROUGH ACC-STF-5-20)

SOUTHWEST GAS CORPORATION
2007 GENERAL RATE CASE

DOCKET no. G-01551A-07-0504
* * *

G-01551A-07-0504
ARIZONA CORPORATION COMMISSION
DECEMBER 26, 2007
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Response:

Table 1 (attached) includes a project summary, date started, date completed, cost-
benefit analysis (TRC ratios), and estimated lifetime energy savings by DSM
program. Table 2 (attached) lists the annual budget and costs for each DSM
program for 2002 through 2007, along with the annual budget for 2008. Please
note the Low-Income Energy Conservation program is administered on a fiscal
year from July 1 through June 30 to align with the statewide weatherization
program.

Actual cost-benefit and energy savings results are unavailable at this time. A
portion of the Southwest portfolio of programs was in transitional stages or began
late in 2007, however, most or all of the programs will be fully implemented in

I
(

c.

(Continued on Page 2)



Southwest did not and has not calculated any type of "payback period" for any of
the DSM programs. Neither ACC Staff nor the Commission has requested or
required this information in any past DSM filings.

2008. Southwest will evaluate all the DSM programs following completion of the
2008 program year.

Response to STF-5-5: (continued)

253-005
Page 2
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET NO. G-01551A-07-0-04

My Testimony in this proceeding addresses a number of issues related to Southwest Gas
Corporation's ("Southwest") purchased gas adjustor ("PGA") mechanism. Southwest has
proposed to change the size of the band on the monthly PGA rate and my testimony provides
Staff" s analysis and recommendations regarding this and other PGA mechanism issues.



Direct Testimony of Robert Gray
Docket No. G-1551A-07-0504
Page 1

1 INTRODUCTION

2 Q, Please state your name, occupation, and business address.

3

4

5

My name is Robert G. Gray. I am an Executive Consultant III employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff").

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as an Executive Consultant III.

8 an Executive Consultant III,

9

In my capacity as I conduct analysis and provide

recommendations to the Commission on natural gas and other utility matters. A copy of

10 my resume is attached as Schedule RGG-1.

11

12 Q- What is the scope of this testimony?

13 This testimony will address Southwest Gas Corporation's ("Southwest") purchased gas

14 adjustor ("PGA") mechanism.

15

16 Q.

17

Have you reviewed the testimony of Southwest Witness Frank Maglietti in regard to

the PGA mechanism?

18 Yes. I have reviewed his testimony and will discuss his proposed change to the PGA

19 mechanism as pelt of my testimony.

20

21 PURCHASED GAS ADJUSTOR

22 Q. Please discuss the functioning of the PGA mechanism in recent years.

23

24

25

26

A.

A.

A.

A.

A.

At the time the currently effective PGA mechanism was initially implemented in June

1999, natural gas prices had been relatively low and stable for a number of years. Shortly

following implementation, significant changes took place in natural gas markets, leading

to higher and more volatile natural gas prices which have made the last five years difficult
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

for regulators, local distribution companies, and consumers of natural gas. Recent years

have also provided a stem test of various aspects of the PGA mechanism. Staff believes

that in general the PGA mechanism as currently designed and operated has worked well,

given the difficult circumstances of recent years. A PGA mechanism by nature

determines the manner in which costs are passed through to customers, including such

issues as timing and structure of such pass throughs. In a market where the underlying

commodity cost has risen from around $2.50 per mmbtu to $6.00 or so in recent years, any

PGA mechanism is going to reflect those higher costs, which will be passed through to

customers in some fashion, the only variance being the manner in which the rising costs

are passed along to customers. No PGA structure can change the underlying fact that

natural gas prices and price volatility have increased dramatically in recent years. In

general, Staff believes that the current PGA mechanism reasonably balances the interest in

shielding customers from price volatility with the competing desire to at least to some

extent send a price signal to customers regarding the changing level of the underlying

commodity costs. Nonetheless, it is a worthwhile exercise to evaluate the on-going

operation of the PGA mechanism and whether adjustments are warranted. Southwest has

recommended a change to the PGA mechanism, and my testimony below discusses this

proposed change and other PGA issues Staff has reviewed.

19

20 Q- How does the PGA bandwidth aspect of the PGA mechanism work?

21

22

23

24

25

As currently configured, the PGA bandwidth limits the movement of the monthly PGA

rate over a 12-month period. The current PGA bandwidth of $0.13 per therm means that

each month when a new PGA rate is calculated, the new monthly PGA rate cannot be

more than $0.13 per then different than the monthly PGA rate in any of the previous 12

months.

26

A.



Direct Testimony of Robert Gray
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1 Q- Please discuss the history of the PGA bandwidth.

2

3

4

5

6

7

8

9

10

When the general PGA mechanism framework now in place was implemented in 1999,

the PGA bandwidth was set at $0.07 per therm for Arizona natural gas local distribution

companies ("LDCs"). Given the predominantly low and stable natural gas prices through

the 1990s, it was generally expected that a $0.07 per therm bandwidth would not come

into play very often. However, shortly thereafter the price of natural gas rose significantly

and became much more volatile, resulting in the PGA bandwidth often limiting the

movement of the monthly PGA rate for periods of time. In Decision Number 62994

(November 3, 2000), the Commission expanded the PGA bandwidth for Arizona LDCs,

including Citizens Utilities Arizona Gas Division (UNS' predecessor) to $0.10 per therm.

11

12

13

14

Since that Decision the Commission has changed the PGA bandwidth in individual LDC

rate cases several times. In Southwest Gas' rate case that concluded in February 2006, the

Commission expanded Southwest's PGA bandwidth to $0.13 per therm. In Duncan Rural

Services' rate case that was concluded in March 2006, the Commission expanded

Duncan's PGA bandwidth such that the monthly PGA rate can change up to $0.10 per

therm per month, providing the opportunity for the PGA rate to change up to $1.20 per

therm per year. In approving the significant expansion of the PGA bandwidth for Duncan,

the Commission cited Duncan's small size and considerable financial constraints. Most

recently the Commission expanded the PGA bandwidth for UNS Gas to $0.15 per then

in Decision Number 70011 (November 27, 2007).

15

16

17

18

19

20

21

22

23 Q-

24

Has Southwest proposed a change to the current PGA bandwidth of $0.13 per

therm?

25 Yes. Southwest has proposed that the PGA bandwidth be expanded to $0.24 per therm.

26

A.

A.
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1 Q- Please discuss Southwest's proposal regarding the PGA bandwidth.

2

3

4

Southwest's proposal to expand the PGA bandwidth to $0.24 per then would allow the

monthly PGA rate to automatically track Southwest's changing cost of natural gas more

fully than currently is the case, but would also potentially subject customers to a $0.24 per

then rate increase without any formal Commission review or approval. For comparison

purposes, the $0.24 per therm swing is approximately one sixth the size of the total

currently effective per therm residential rate as of December 2007.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

When the PGA bandwidth was initially implemented in 1999, the purpose was to provide

a reasonable range for movement of the monthly PGA rate that would capture the

changing cost of gas in most instances and also limit the exposure of customers to an

automatically changing PGA rate within a one-year period. In the end, to some extent

even a PGA bandwidth is limited in its protection of customers, as if gas costs reach a

high enough level, Southwest can apply for a temporary PGA surcharge to capture the

higher costs that did not fall within the existing bandwidth. In such cases, the nature of

the PGA surcharge would be subject to Commission review and approval, providing

additional oversight before large gas cost increases are passed along to customers. The

previous expansion of the bandwidth from $0.07 to $0.10 and then to $0.13 per therm was

a recognition that additional flexibility in movement of the monthly PGA rate was needed,

while balancing the need to still provide protection for customers from large automatic

changes in rates.

22

23

24

25

26

A.

By nature perspectives on the size of the PGA bandwidth are influenced by the volatility

of the natural gas market in recent years. When natural gas markets are seeing a high

level of volatility, as was seen in the price rufus in 1999-2000 and as a result of

Hurricanes Rita and Katrina in 2005, an argument can be made that the bandwidth needs
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1

2

3

4

5

6

7

8

9

to be expanded significantly. By contrast, since natural gas prices moderated after the

2005 hurricane impacts ran their course, natural gas prices, while hardly a model of

stability, have fluctuated in a more moderate fashion than during prior recent periods.

Looking at Southwest's monthly PGA rate, it has not been constrained by the existing

$0.13 per therm bandwidth since February 2007, when the 12 month average cost was still

reflecting hurricane-related events of late 2005. The February 2008 monthly PGA rate is

approximately six cents different than the monthly PGA rate in February 2007, indicating

that at the present moment, there is still some unused flexibility within the existing $0.13

per therm bandwidth. However, a significant run-up in natural gas prices could quickly

change this circumstance.10

11

12

13

Q- What is Staff's recommendation for Southwest's PGA bandwidth?

14

15

16

17

18

19

20

Staff is cognizant of Southwest's desire for greater flexibility in the PGA bandwidth as

well as the need for some amount of checks and balances in how gas costs are passed on

to customers, particularly in times when gas prices are high and volatile. In the most

recent case involving the PGA bandwidth, the recent UNS Gas rate case, the Commission

set the bandwidth level to $0.15 per therm. Staff believes that expanding Southwest's

PGA bandwidth to $0.15 per therm would be a reasonable balancing of company and

consumer interests and is consistent with the Commission's recent action on this issue for

Arizona's other large LDC .

21

22 Q- Did the Company file testimony regarding the PGA bank balance threshold?

23 No.

24

A.

A.
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1 Q- Why is Staff addressing the PGA bank balance threshold issues in its testimony?

2

3

4

5

6

Both the Commission and the Company have gained additional experience with the PGA

mechanism, including the thresholds in recent years, leading to a better understanding of

what changes might be made to improve the mechanism. Additionally, a rate case is the

proper place to address changes to the fundamental mechanics of the PGA mechanism,

and this issue was addressed, and changes made, to the PGA bank balance threshold in the

recently concluded UNS Gas rate case. Staff believes the circumstances in this case for

Southwest are similar to the circumstances in the recent UNS Gas case in regard to the

PGA mechanism, and thus Staff believes this is an opportune time to further refine the

threshold levels in the PGA mechanism.

7

8

9

10

11

12

13

Q. Please describe the function of the PGA bank balance threshold within Southwest's

PGA mechanism.

14 The PGA bank balance threshold identities the bank balance level, whether over-collected

15

16

17

18

19

20

or under-collected, where Southwest is required to take action at the Commission to either

address the over- or under-collection, or explain why they should not do so at that given

point in time. For Southwest's PGA mechanism, the bank balance threshold was initially

set at $22.4 million by the Commission in Decision Number 61225 (October 30, 1998).

Subsequently, the Commission expanded the PGA bank balance threshold to $29.2 million

in Decision Number 68487 (February 23, 2006).

21

22 Q- Please discuss why the bank balance thresholds were initially created in 1998 and

23

24

1999.

25

26

A.

A.

A. At the time the thresholds were initially created, they were created to ensure that PGA

bank balance levels did not reach veryhigh levels without any action being taken by the

utility. In essence they were a trigger to ensure that the utility and the Commission were
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1

2

3

4

5

6

aware of and would take action as needed to address the balance. At the time, the initial

threshold levels were set at points where it was expected that they would only rarely be

breeched. This assumption was based upon the history of natural gas prices through the

1990s, when prices were relatively low and stable. Since the initial implementation of

these thresholds, the PGA bank balance level has shown much greater volatility than was

seen historically, with changes from month to month at times approaching the size of the

threshold. The result is that utilities have exceeded the thresholds relatively often in the

last 6-7 years. In light of these circumstances, Staff believes that reconsideration of the

PGA bank balance threshold levels is warranted at this time.

7

8

9

10

11 Q- How do you believe the threshold on undercollected PGA bank balances should now

be approached?12

13

14

15

16

In recent years, LDCs that have filed for PGA surcharges have often made such filings

before actually reaching the threshold, in anticipation of breeching the threshold in the

near future. LDCs have always had the flexibility to file for a PGA surcharge (or credit)

at any time as they see fit. With much higher and more volatile natural gas prices in

recent years, both the Commission and LDCs are keenly aware of changes in the PGA17

18

19

20

21

bank balance and natural gas market conditions. For a larger LDC like Southwest, the

Company regularly projects a variety of PGA numbers, including bank balances. Staff

a change in how the threshold onbelieves that these circumstances argue for

undercollected PGA bank balances is viewed.

22

23

24

25

26

A.

A review of the month to month change in the PGA bank balance is also helpful in

assessing the amount of change that has taken place in the PGA bank balance in recent

years. Schedule RGG-2 contains a graph of Southwest's PGA bank balance since January

2002 and a graph of the raw size of the change in the PGA bank balance each month.
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1

2

3

4

5

6

7

8

9

10

11

Since January 2002, the largest one month change in the PGA bank balance was

approximately $27.4 million, from the end of January 2006 to the end of February 2006.

A total of six months showed a change of over $20 million from the previous month

between January 2002 and December 2007, with an additional four months with swings of

between $10 million and $20 million. A review of the cumulative change over a seasonal

timeframe shows the largest change over a three month period was from January 2002 to

April 2002, when the PGA bank balance changed by a total of almost $69 million. Given

this history of large PGA bank balance swings, retention of the current, relatively small

threshold levels indicates the Commission is likely to continue to see filings from

Southwest to address PGA bank balance levels on a regular basis if there is substantive

market volatility.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Given these circumstances, Staff believes that for Southwest, the Commission should

consider eliminating the bank balance threshold in relation to under-collected PGA bank

balances. Given high and volatile natural gas prices that appear likely to continue in the

near term future, both the Commission and Southwest carefully monitor the functioning of

Southwest's PGA, including the changing size of the PGA bank balance. Further,

Southwest and other LDCs have shown a strong interest in addressing undercollected

PGA bank balances on a timely basis, so it is unlikely that Southwest's undercollected

PGA bank balance would grow to very large proportions without action by the Company.

Elimination of the threshold on undercollections would, in essence, provide the utility

with the discretion to apply for a PGA surcharge when it believes such an action is

warranted, while also providing the flexibility for Southwest to avoid such an action if the

Company believes changing market conditions do not require such a filing. Staff believes

that elimination of the threshold on undercollected PGA bank balances would result in a

more smooth operation of the PGA, given the relatively common sizable monthly
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1

2

3

movements of the PGA bank balance, that at times exceed the size of the threshold itself.

Staff therefore recommends elimination of the currently effective threshold on

undercollected PGA bank balances.

4

5

6

7

8

Q- Has the Commission addressed the issue of the threshold on undercollected PGA

bank balances recently?

9

Yes. In the recent UNS Gas rate case, the Commission approved elimination of the

threshold on undercollected PGA bank balances, an action that was supported by both

Staff and UNS Gas.

10

11 Q- How does Staff believe that the threshold on overcollected PGA bank balances

should be treated?12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A. While Staff believes that much of the previous discussion of the threshold on

undercollected PGA bank balances also applies to overcollections, there is an additional

public interest aspect to avoiding the growth of an overcollected PGA bank balance to

exorbitant levels. On the other hand, provision for Southwest to carry an overcollection of

some size can help provide a cushion to customers when natural gas market prices rise

significantly, as has happened a number of times in recent years. Under the current

threshold level, a sizable increase in natural gas market prices will likely result in

Southwest swinging to a sizable undercollected PGA bank balance, even if they had a

bank balance close to the current threshold requiring Southwest to take action. The

current threshold level for overcollections of $22.4 million is sufficiently small that

Southwest could conceivably exceed the threshold, appear before the Commission to

implement a credit, and see their balance swing to a sizable undercollection in a short

period of time, with Southwest still paying out the credit. Additionally, given volatile

market conditions and the size of changes Southwest customers have seen over the past
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1

2

years, a refund over a one year period of $22.4 million over Southwest's customer base is

a relatively small amount per therm, approximately $0.04 per therm, given recent sales

levels.3

4

5

6

7

8

9

10

11

Staff believes that the cushioning benefit of having a higher threshold level on

overcollections, in addition to the administrative efficiency of not having a threshold level

that can be easily exceeded in a month, argues for increasing the threshold level on

overcollections substantially. The proper size of such an increase is not entirely clear. In

the recent UNS Gas rate case, the Commission increased the overcollection threshold from

$4.45 million to $10 million. Staff believes that such an increase reflects the increased

bank balance volatility, the administrative efficiency of refunding relatively small per

then amounts and the growth in customers and sales experienced by UNS Gas.12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

The $10 million threshold adopted for UNS Gas represented a level of approximately

$0.09 per therm of total gas sales in 2006 for UNS Gas. Staff believes the approach

applied to UNS Gas in setting its overcollected threshold would also be reasonable to

apply to Southwest. Application of the same approximately $0.09 per therm of annual

sales for Southwest would result in an overcollected threshold of $55.78 million. Staff

believes that increasing the overcollected threshold for Southwest to $55.78 million is

reasonable given Southwest's size and on-going market conditions and recommends

adoption of such a level by the Commission. At such a level, Southwest could have a

sizable cushion for customers against a run up in market prices, while still providing

substantial relief to customers when the higher threshold level is breeched. Staff believes

that such a higher threshold is both administratively more efficient given significant

market volatility, and provides the possibility of a substantive cushion for movement in

the PGA bank balance toward an undercollection before customers would be likely to face
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1

2

a PGA surcharge. Therefore Staff recommends that the PGA bank balance threshold for

overcollections for Southwest be set at $55.78 million dollars.

3

4 Q. What does Staff believe the net effect of these proposed changes to the PGA bank

balance threshold will be?5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Staff believes that over time these changes would result in fewer filings with the

Commission to implement temporary PGA surcharges and credits and would provide

Southwest with additional flexibility to manage its PGA bank balance, including the

opportunity to time PGA surcharge filings with the Commission to the specific

circumstances at a given time. For example, currently Southwest is required to come to

the Commission to address an undercollected bank balance within specific times frames,

even if addressing the PGA bank balance at that time could lead to a surcharge during the

coldest months of the winter heating season. Under Staff"s proposal, Southwest would

have the opportunity to wait until the spring to file for a surcharge, or could, in its own

judgment, determine that market conditions are such that it believes a surcharge isn't

necessary to pursue at all. While natural gas prices have shown some amount of stability

in the last couple years, underlying market conditions make it likely that in the near term

future natural gas prices will again experience episodes of significant upward price

volatility. Staff's proposals will better position Southwest to weather such episodes, while

maintaining necessary protections for Southwest's customers.

21

22 Q-

23

Southwest has proposed a number of revenue decoupling mechanisms in this case.

Would those mechanisms have any impact on the PGA mechanism of they were

24 adopted?

25

26

A.

A. Staffs opposes the introduction of Southwest's proposed revenue decoupling

mechanisms, as discussed in Staff Witness Frank Radigan's testimony. Southwest's
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

revenue decoupling proposals could potentially impact the design of Southwest's rates.

Because customers would pay a different gas cost per therm for different portions of their

consumption under Southwest's rate design-related decoupling proposal, the existing PGA

mechanism where a single per therm monthly PGA rate is calculated based on a 12-month

rolling average would have to be changed. Given the different gas cost numbers for

different usage levels, it is likely that a new PGA mechanism reflecting different tiers of

gas cost would be more complicated and less understandable to customers. Introduction

of revenue decoupling would also impact at least some of the numbers that are reported in

the monthly PGA reports the Commission receives. Staff recommends that if any font of

revenue decoupling is adopted in this case, that Southwest review the monthly PGA report

and work with Staff to implement any needed changes to the report. Staff further

recommends that prior to any introduction of the rate design decoupling mechanism, that

Southwest address issues regarding how the decoupling rate design would change the

functioning of the PGA mechanism and receive Commission approval of a proposal to

change the PGA mechanism to reflect these new circumstances.

16

SUMMARY OF RECOMMENDATIONS

Q. Please summarize your recommendations.

My testimony includes the following recommendations:

1 7

1 8

1 9

2 0

2 1

2 2

The bandwidth on the monthly PGA rate should be expanded to $.015 per then.

23

24

The threshold on the PGA bank balance for undercollected balances should be

eliminated.

25

A.

2.

1.
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1

2

The threshold on the PGA bank balance for overcollected balances should be set at

$55.78 million.

3

4 If a revenue decoupling mechanism is adopted in this case, Southwest should

review its monthly PGA report and work with Staff to adjust the report as

necessary to reflect changes resulting from revenue decoupling.

5

6

7

8

9

10

11

12

13

Prior to any introduction of the rate design decoupling mechanism, Southwest

must address issues regarding how the decoupling rate design would change the

functioning of the PGA mechanism and must receive Commission approval of a

proposal to change the PGA mechanism to reflect these new circumstances.

Q- Does this conclude your Direct Testimony?

14 A. Yes, it does.

4.

5.

3.
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPOR.ATION

DOCKET NO. G-01551A-07-0504

Together with Mr. Stephen Thumb, Energy Ventures Analysis, Inc. ("EVA") conducted a review
during the first quarter of 2008 of Southwest Gas Corporation's ("SW Gas") gas procurement.
My testimony focuses on SW Gas' supply portfolio, specifically supply procurement strategies
and their effectiveness, the resultant natural gas prices and their prudence, SW Gas' company
policies, procedures and practices--during the period of September 2004 through April 2007. I
also conducted two audits of: a) selected gas supply transactions and adherence to company
policies and procedures and b) the Monthly Bank Balance Statements. A detailed discussion of
these topics is developed in Exhibit RRB-2, which is also Chapter 3 of a lengthy report by
Energy Ventures Analysis, Inc. For the sake of brevity, my Testimony only summarizes my ten
primary findings and ten management recommendations that resulted from the review.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

5

My name is Rita Regina Beale. I am a Principal employed with Energy Ventures

Analysis, Inc. ("EVA"). My business address is 1901 N. Moore Street, Suite 1200,

Arlington, VA 22209-1706.

6

7 Q- Please summarize your educational background and professional experience.

8

9

10

11

12

13

14

15

16

I am a graduate of Rider University and the Colorado School of Mines from which I have

received a B.S. in Geology and a M.S. in Mineral Economics, respectively. I have

consulted to companies from the natural gas utility, electric utility, energy marketing &

trading, and oil and gas production sectors for more than five years, initially as a Senior

Manager with Arthur Andersen's risk management consulting practice, briefly for my own

firm West Hill Group, and currently as a principal with EVA, where I co-direct the oil and

gas practice with Mr. Stephen L. Thumb. EVA is nationally known for its work in the

energy and emission fields. Early in my career, I spent eight years on Wall Street mostly

in the energy commodity business as an oil and gas analyst at various firms including

17 Lehman Brothers and Goldman Sachs. On Wall Street, I had interaction with more than

18

19

20

21

22

one hundred institutional energy clients including producers, consumers, utilities, and

traders. Between consulting finns, I have also been Vice President at two deregulated

power companies, responsible for wholesale power transactions, the management of

personnel and electricity portfolios. These companies were Idaho Energy LP and First

Choice Power LP, I was also involved with the sale of both of these companies. Exhibit

23 RRB-1 presents my resume.

24

25 Q, What is the purpose of your testimony?

26

A.

A.

A. Together with Mr. Stephen Thumb, who also is a principal at EVA, I am appearing on
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1

2

3

4

5

6

7

8

behalf of the Staff of the Arizona Corporation Commission ("Commission" or "ACC")

Utilities Division ("Staff') to address the prudence of Southwest Gas Corporation's

("Southwest Gas") gas procurement practices over the time frame spanning September

2004 through April 2007. My testimony focuses on Southwest Gas's gas supply portfolio,

specifically the procurement strategies, the resultant prices, company policies and

procedures, and two audits namely, a) of the Monthly Bank Balance Statements compared

to the GTs' and b) of selected transactions vis-a-vis the company's policies and

procedures.

9

10

11

Q. Has a complete assessment of your findings been presented in the report attached to

this testimony in Exhibit SLT-2?

12

13

14

Yes. Chapter 3 of Exhibit RRB-2 presents my entire analysis of Southwest Gas' gas

supply portfolio, as well as a number of management recommendations related to my

findings.

15

16 Q. Have you reviewed any relevant external documents as part of the scope?

17

18

19

20

21

Yes. Part of my preparation included reviewing the testimony of Staff witness William

Gehlen submitted to the ACC on July 26, 2005 that covered the prior one year, September

2003 through August 2004. I also reviewed a report by Ralph E. Miller submitted by SW

Gas to the ACC in July 2006 describing the gas procurement policies and procedures of

SW Gas and some of the related industry Best Practices.

22

A.

A.

1 Gas Transaction System
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1 SUMMARY OF FINDINGS

2 Q. What are your findings?

3

4

In my review of SW Gas' gas supply portfolio and related practices for the audit period

covering September 2004 through April 2007, I concluded:

5

6 o Southwest Gas' gas supply strategies were prudent and reasonable.

7

8 O

9

10

Its gas supply strategies were effective at providing firmness of supply, providing

price stability, and reducing price volatility, main objectives of Southwest Gas'

Arizona Price Stabilization Plan ("APSP").

11

12 o The gas supply transactions executed and prices paid were reasonable and prudent.

13

14

15

o The price indices used by Southwest Gas in setting their natural gas purchase

prices are standard industry indexes with good market liquidity.

16

17

18

19

20

o EVA is not concerned that Southwest Gas may rely on NYMEX based pricing, as

this is the leading price benchmark of the U.S. natural gas industry, and it cannot

be avoided. Furthermore it should continue to be at Southwest's discretion,

whether it locks fixed prices for the APSP in either one or two transactional

21 components.

22

23 O

24

25

26

A.

While it would be to the benefit of all market participants to have a larger number

of transactions reported to industry publications, thereby increasing liquidity of the

published price indices and theoretically increasing their reliability, each company

must be responsible to determine its own comfort level and ascertain its risks and
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1

2

rewards before participating in the sharing of its confidential infonnation.

Participation is not a trivial matter in today's litigious world.

3

4

5

6

7

8

9

o Any decision by the ACC to require utilities to report transaction data to industry

publications could also have unintended consequences, and thus should be

carefully examined before mandating participation. If the ACC decided to require

Arizona regulated gas utilities to participate, for fairness reasons and to level the

playing field, it would be important to also require regulated electric utilities to

report as well.

10

11

12

13

14

15

o Many of Southwest Gas company policies, procedures, and strategies are

insufficiently documented in official company documents. While the concepts

embedded in Southwest Gas' policies, procedures, and strategies appear

reasonable and prudent, curiously one must tend to go to the documents submitted

by Southwest Gas to the Commission to find the most complete picture of

16

17

18

company policies, procedures, and strategies. In addition, some policies,

procedures, and strategies fall short in certain areas by their lack of documented

official position on certain subjects. five management

19

Subsequently,

recommendations are provided and summarized in this testimony.

20

21

22

23

24

25

26

o The Monthly Bank Balance Statements compare well to the base transactional data

of the GTS, with the exception of the month of January 2007 when Southwest Gas

under-scheduled gas commodity by 356,000 mmBtu and Southwest Gas paid a

premium over market prices to El Paso Natural Gas of some $400,000. A number

of changes to the El Paso tariff, the SW Gas tariff, and proactive actions by

Southwest Gas, discussed in detail in Exhibit RRB-2 Chapter 3 Section on Bank
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1

2

3

4

5

6

Balance Statements, suggest that a similar scenario is highly unlikely to be

repeated in the future. A repeat of such a large cash-out penalty in the future

might very well be viewed as imprudent given Southwest Gas' climb up the

learning curve since the introduction and implementation of El Paso's new tariffs

during 2006 and 2007. Still, Southwest Gas should continue to press EPNG to

improve the quality of its 'real time' load estimates that it broadcasts to shippers

via EPNG's Electronic Bulletin Board.7

8

9

10

11

12

o Southwest Gas did a good job of following its policies and proceduresbased on an

audit of selected transactions described in detail in Chapter 3 of Exhibit RRB-2.

However as a result of this audit, EVA has an additional five management

recommendations for improvement that are summarized later in this testimony.

13

14 SUMMARY OF RECOMMENDATIONS

15 Q-

16

What are the five management recommendations related to your review of

Southwest Gas' policies, procedures, and practices?

17

18

19

20

In my review of Southwest Gas' gas policies and procedures, I concluded that many of

Southwest Gas company policies, procedures, and strategies are insufficiently documented

in official company documents. A detailed discussion of each recommendation can be

found in Chapter 3 of Exhibit RRB-2. The following enhancements are suggested.

21

22

23

24

1. Consolidate all strategies, policies, and procedures into a minimal number of

official company documents with sufficient detail such that new employees could

read them and immediately perform the bulk of their work.

25

A.



Direct Testimony of Rita R. Beale
Docket No. G-01551A-07-0504
Page 6

1

2

3

4

5

2. Clarify the APSP supply element by documenting expected volumes and timing

for the next one to two years forward. Some companies have found the use of

living appendices (to the company policies for instance) helpful to update expected

volumes and dates that frequently change. If there is uncertainty, then Windows of

time or ranges (or percents) of volume might be established instead.

6

7

8

9

10

3. Clarify the precise nature of the APSP strategy. Is it a programmatic hedge, a

judgmental hedge, or a hybrid of the two? The precise strategy should be

recognized and declared in company policies and procedures to guide employees

and decision makers, as well as the ACC's oversight.

11

12

13

4. Designate the Arizona Dispatch Guidelines as the gas buyers' limits and

authorization to execute and meet the forecasted daily demand requirement in

14 company policies and procedures.

15

16

17

18

Company policies regarding the 'unbudging' of gas, as well as the reasons for the

policies and the potential consequences, should be reevaluated, and then explicitly

documented in official company policies and procedures.

19

20 Q-

21

Can you please also summarize the five management recommendations related to

your review of selected gas supply transactions?

22 Yes. The following enhancements are suggested:

23

24 1. Ensure all confirmations with gas suppliers, also known as Exhibit A, include deal

25 transaction dates.

26

A.

5.
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1

2

Ensure all confirmations with suppliers, also known as Exhibit A, include dates of

the internal approval next to authorized signature.

3

4 3. Considerably shorten the time lapsed between deal execution and deal

confirmation with gas suppliers.5

6

7

8

9

10

4. Include a list of attendees present during the solicitation and purchase of the APSP

fixed price gas supply element (as well as during selection and approval of the

index gas supply element) to ensure independence, proper monitoring, and to

improve the quality of the audit trail.

11

12

13

14

5. Update old master supply agreements that limit the buyers' liquidated damages at

50 cents per mmBtu into supply agreements that are based on true-up to actual

market during non-performance.

15

16

17

Q- Should Southwest Gas be required to implement these recommendations?

18

19

20

21

22

23

24

25

26

A. Yes. All (but one) of these management recommendations should be easy for Southwest

Gas to implement and document in internal policies by December l, 2008. Such a near-

tenn date implies that Southwest Gas would be likely to implement these

recommendations during the summer and autumn months of 2008 while it was purchasing

gas for the next winter season of November 2008 through March 2009. These

recommendations take on elevated importance and urgency given Southwest Gas'

expected execution of its first-ever financial derivative hedges in 2008. On December 1st

of each year, SW Gas submits itsArizona Annual Gas Procurement Plan to the ACC, and

this seems to be a pre-existing opportunity to show compliance to the ACC. Therefore,

Southwest Gas shall file, on or before December l, 2008, a report with the Commission

2.
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1

2

3

4

documenting its compliance with the recommendations above. ACC Staff shall then

review Southwest Gas's filing and Staff shall file, as a compliance item in this docket, a

report to the Commission on Southwest Gas's compliance with the recommendations

above.

5

6 Q- What was the one recommendation that requires more time?

7 First,

8

A stickier issue is the 'in-buying' policy. Southwest Gas should document its

current policy and include it in the report filed by the Commission by December 1, 2008

9 along with the items above. Re-evaluating this policy is likely to take more time. I

10

11

believe that Southwest Gas is being reactive to circumstances outside of its control and

doing what it perceives is best for consumers.

12

13 Q. What appear to be the reasons for the 'unbudging' policy?

14

15

16

17

18

19

20

21

22

23

24

25

Southwest Gas has a company policy of never selling excess physical gas to third parties,

for various regulatory and legal reasons that appear to have roots in both FERC, as well as

FAS, regulations due to potential negative repercussions as perceived by the company.

But Southwest Gas needs to have an internal mechanism to balance its occasional excess

gas. It is impossible for any local distribution companies to perfectly predict load for each

day and every hour, and since Southwest Gas has no storage capacity to iiowits excess

gas and because it potentially faces high El Paso Pipeline charges and/or penalties for

imbalances, SW Gas uses the concept of 'unbudging' to help optimize its physical portfolio

and minimize costs. 'Ur-buying? practices can have accounting repercussions such that

Southwest Gas may be required to mark-to-market the 'in-bought' gas if it was originally

based on Finn fixed priced contracts. For this reason, Southwest Gas has a policy of

turning back index priced gas first, and second turning back fixed priced gas, if necessary.

26

A.

A.
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1 Q. What should the proper policy be?

2

3

4

5

6

7

8

'Unbuying' appears to be some form of a physical sale, only back to the original seller and

potentially for a net settlement. It is a legitimate physical transaction, and in my humble

opinion, should not be considered as speculation, however, Southwest Gas has the burden

of proof of convincing its external auditors that it is a 'normal' transaction according to

FAS 133 accounting and reporting standards. This may take some time to sort out for

physical transactions. By contrast, there is no reason to expect a legitimate need to

'unbury' any financial derivative transactions.

9

10 Q- By when should Southwest Gas reevaluate its policy?

11

12

13

14

15

16

Regarding reevaluation of the 'unbudging' policy and practices for physical gas, Southwest

Gas shall file a report with the Commission, on or before May 1, 2009, discussing its

review of the unbudging issue and any recommendations Southwest Gas has for

Commission consideration. ACC Staff shall then review Southwest Gas's filing and Staff

shall file, as a compliance item in this docket, a report to the Commission on Southwest

Gas's compliance with the recommendation above.

17

18 Q- Does this conclude your Direct Testimony?

19

A.

A.

A. Yes, it does.
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EXECUTIVE SUMMARY

Dvenrlew

This report was prepared at the request of the Staff of the Arizona Corporation

Commission-Utilities Division ("ACC") to address the prudence of Southwest Gas

Corporation's ("SW Gas") gas procurement practices over the time frame spanning

September 2004 through April 2007. The two chapters of this report serve as Exhibit

SLT-2 and Exhibit RRB-2 of the respective testimonies of Stephen L. Thumb and Rita R.

Beale of Energy Ventures Analysis, Inc. in the matter of the Application of Southwest

Gas Corporation for the Establishment of Just and Reasonable Rate of Return On The

Fair Value Of The Properties Of Southwest Gas Corporation devoted To Its Operations

Throughout Arizona, Docket No. G-01551A-07-0504. In this particular context, gas

procurement refers to Southwest Gas' portfolio of gas supply and pipeline capacity and

the related policies, procedures, and practices. Chapter 2 of this report serves as

Exhibit SLT-2 and examines Southwest Gas' pipeline portfolio and related practices.

Chapter 3 of this report serves as Exhibit RRB-2 and examines Southwest Gas' supply

portfolio and related practices during the audit period.

Flndlngs

The primary findings of the Chapter 2 review of SW Gas' interstate pipeline capacity

portfolio can be summarized as:

• The EI Paso Natural Gas (EPNG) pipeline tariff (i.e., EPNG tariff effective
January 1, 2006, subject to revision) enacted during this time frame represented
a total and complete restructuring of interstate pipeline services for SW Gas.
This single event appears to have had an impact on nearly every phase of SW

Energy Ventures Analysis, Inc. 1 - 1 sw Gas Rate Case
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Gas' operations during the audit period. It is difficult to note succinctly the
enormity of this change and its impact on SW Gas. In very simplified terms the
EPNG system for East of California was converted from a (1) full requirements
concept that provided swing services to (b) a system that, in essence, provided
no swing services.

• As a result of this new EPNG tariff, the annual fixed charges paid by SW Gas for
interstate pipeline capacity did increase appreciably. Subsequently, after
extensive efforts by SW Gas and the other East of California customers, the
EPNG rates for the various transportation services were reduced from EPNG's
initial proposal, such that SW Gas' fixed annual transportation costs did not
double, but it did increase about 60 percent.

• SW Gas under this new EPNG tariff did incur additional charges and penalties,
but the incursion of these additional charges and penalties appears to be
reasonable. Under the new EPNG tariff it is nearly impossible to operate without
incurring some additional charges and penalties. At the beginning the optimum
economic trade-off between the cost of pipeline services and minimization of
additional charges and penalties was probably not knowable. Subsequently SW
Gas took a very proactive role in attempting to minimize additional charges and
penalties.

The primary findings of Chapter 3 review of gas supply, policies, and procedures can be

summarized as:

• Southwest's gas supply strategies were prudent and reasonable.

• Its gas supply strategies were effective at providing firmness of supply, providing
price stability, and reducing price volatility, main objectives of SW Gas' Arizona
Price Stabilization Plan.

• The gas supply transactions executed by Southwest and prices paid were
reasonable and prudent.

• The price indices used by SW Gas in setting their natural gas purchase prices
are standard industry indexes with good market liquidity.

• EVA is not concerned that SW Gas may rely on NYMEX based pricing, as this is
the leading price benchmark of the U.S. natural gas industry, and it cannot be
avoided. Furthermore it should continue to be at Southwest's discretion, whether
it locks fixed prices for the APSP in either one or two transactional components.

• While it would be to the benefit of all market participants to have a larger number
of transactions reported to industry publications thereby increasing liquidity of the
published price indices, and theoretically increasing their reliability, each
company must be responsible to determine its own comfort level and ascertain
its risks and rewards before participating in the sharing of its confidential
information. Participation is not a trivial matter in today's litigious world.

Energy Ventures Analysis, Inc. 1-2 sw Gas Rate Case
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• Any decision by the ACC to require utilities to report transaction data to industry
publications could also have unintended consequences, and thus should be
carefully examined before mandating participation. If the ACC decided to require
Arizona regulated gas utilities to participate, for fairness reasons and to level the
playing field, it would be important to also require regulated electric utilities to
report as well.

• Many of SW Gas company policies, procedures, and strategies are insufficiently
documented in official company documents. while the concepts embedded in
SW Gas' policies, procedures, and strategies appear reasonable and prudent,
curiously one must tend to go to the documents submitted by SW Gas to the
Arizona Corporation Commission to find the most complete picture of company
policies, procedures, and strategies. In addition, some policies, procedures, and
strategies fall short in certain areas by their lack of documented official position
on certain subjects. Subsequently five management recommendations are made
and summarized below.

• The Monthly Bank Balance Statements compare well to the base transactional
data of the GTS, with the exception of the month of January 2007 when SW Gas
under-scheduled gas commodity by 356,000 mmBtu. A number of subsequent
events and actions by SW Gas, discussed in detail in Chapter 3 Section on Bank
Balance Statements, suggest a similar scenario is highly unlikely to be repeated
in the future. Still SW Gas should continue to press EPNG to improve the quality
of its 'real time' load estimates that it broadcasts to shippers via EPNG's
Electronic Bulletin Board.

• SW Gas did a good job of following its policies and procedures based on EVA's
Audit of Selected Transactions described in detail in Chapter 3. However as a
result of this audit, EVA has an additional five management recommendations for
improvement that are summarized below.

Recommendatlons
EVA has a total of fifteen recommendations from its review of Southwest Gas during the

audit period.

EVA has five recommendations regarding Southwest's pipeline transportation and gas

delivery portfolio to increase reliability and ensure that Southwest meets its commitment

to serve regulated load during normal, as well during emergency operating conditions,

namely:

(1) SW Gas is attempting to diversify its interstate pipeline capacity portfolio and SW
Gas should continue seeking access to storage capacity, particularly market-area
storage capacity. Concerning the latter, it is suggested that the Arizona
Corporation Commission take a more active role in promoting the development of
market-area storage in Arizona.

Energy Ventures Analysis, Inc. 1-3 sw Gas Rate Case
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(2) SW Gas should increase the documentation
transportation-only (T-1) customers.

and requirements for its

(3) SW Gas should make its Daily Forecasting Accuracy Improvement Task Force a
permanent entity. SW Gas' policies should also require ongoing validation and
back-testing of its daily load forecast, along with its required frequency.

(4) Until the point that market-area storage becomes a reality in Arizona, it is
recommended that the ACC develop and implement policies that would promote
the sharing of gas supplies among the major users of interstate pipeline capacity
in Arizona during extreme conditions, including gas LDCs and electric utilities.

(5) While SW Gas has taken efforts to diversify its future pipeline capacity portfolio, it
is recommended that SW Gas carefully track the likelihood of LNG imports
entering the Southwest gas market and consider gaining access to such
supplies, in an effort to diversify its gas supplies and reduce its dependence on
the San Juan basin.

From the review of Southwest's policies and procedures, five management

recommendations resulted and are discussed in the Policies and Procedures Section of

Chapter 3 in detail. The following enhancements are suggested:

(1) Consolidate all strategies, policies, and procedures into a minimal number of
documents with sufficient detail such that new employees could read and
immediately perform the bulk of their work.

(2) Clarify the APSP supply element by documenting required timing and volumes
for the next one to two years forward. Some companies have found the use of
living appendices (to the company policies, for instance) helpful to update
forward time Windows and volume ranges that may change frequently. If there is
uncertainty, then Windows of time and ranges of volume or duration can be
established instead.

(3) Clarify the precise nature of the APSP strategy. Is it a programmatic hedge, a
judgmental hedge, or a hybrid of the two? The precise strategy should be
recognized and declared in company policies and procedures to guide
employees and decision makers, as well as the ACC's oversight.

(4) Designate the Arizona Dispatch Guidelines as the buyers' limits and
authorization to execute and meet the forecasted daily demand requirement in
company policies and procedures.

(5) Company policies regarding the 'unbudging' of gas, as well as the reasons for the
policies, should be reevaluated, and then explicitly documented in official
company policies and procedures.

Five management recommendations also resulted from EVA's review of specific gas

supply transactions. The audit methodology and the transaction selection process are

Energy Ventures Analysis, Inc. 1-4 SW Gas Rate Case
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discussed in detail in the Audit of Selected Transactions Section of Chapter 3. The

recommendations are:

(1) Ensure all confirmations with gas suppliers, also known as Exhibit A, include deal
transaction dates.

(2) Ensure all confirmations with suppliers, also known as Exhibit A, include dates of
the internal approval next to the signature authorization.

(3) Considerably shorten the time lapsed between deal execution
confirmation with gas supplier.

and deal

(4) Include a list of attendees present during the solicitation and purchase of the
APSP fixed price gas supply element (as well as during selection and approval of
the index gas supply element) to ensure independence, proper monitoring, and
to improve the quality of the audit trail.

(5) Update any old master supply agreements that cap the buyers' liquidated
damages at 50 cents per mmBtu into supply agreements that are based on true-
up to actual market during non-performance.

All (but one) of these management recommendations should be easy for SW Gas to

implement and document in internal policies by December 1, 2008. Such a near-term

date implies that Southwest Gas would be likely to implement these recommendations

during the summer and autumn months of 2008 while it was purchasing gas for the next

winter season of November 2008 through March 2009. These recommendations take

on elevated importance and urgency given SW Gas's expected execution of its first-ever

financial derivative hedges in 2008. On December 1st of each year, SW Gas submits its

Arizona Annual Gas Procurement Plan to the ACC, and this seems to be a pre-existing

opportunity to show compliance to the ACC.

A stickier issue is the 'in-buying' policy. At minimum, SW Gas should document its

current policy by December 1, 2008. Re-evaluating this policy could take more time.

EVA believes that SW Gas is being reactive to circumstances outside of its control and

doing what it perceives is best for consumers. 'Unbuying' appears to be some form of a

physical sale, only back to the original seller and potentially for a net settlement. It is a

legitimate physical transaction, and in EVA's humble opinion, should not be considered

as speculation, however Southwest Gas has the burden of proof of convincing its

external auditors that it is a 'normal' transaction according to FAS 133 accounting and

reporting standards. This may take some time to sort out for physical transactions. By
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contrast, there is no reason to expect a legitimate need to 'unbury' any financial

derivative transactions.
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EPNG PIPELINE DYNAMICS

Overview

Probably the most significant event during the audit period (i.e., September 2004

through April 2007) for SW Gas was the total and complete restructuring of the El Paso

Natural Gas (EPNG) pipeline tariff (i.e., EPNG tariff effective January 1, 2006, subject to

revision) and the impact this change has had on the East of California customers and, in

particular, Southwest Gas (SW Gas). This single event appears to have had an impact

on nearly every phase of SW Gas' operations during the audit period. Furthermore, it is

difficult to note succinctly the enormity of this change and its impact on SW Gas. As a

result this major change in the EPNG tariff is discussed as a separate item in this report

and then cross referenced as appropriate in other sections of this report. Lastly, the

concluding sections of this chapter specifically address in detail the various penalties

and charges incurred by SW Gas, as a result of this new EPNG tariff.

Background
Historically, the Arizona portion of SW Gas has been dependent entirely upon EPNG for

its interstate pipeline services. while, in general, the optimum strategy for a local

distribution company (LDC), such as SW Gas, would be to diversify its pipeline services

by connecting to two or more interstate pipelines, historically this has not been an option

for SW Gas, because of the physical structure of the interstate pipeline system within

Arizona.1

1 The likelihood that in the future Transwestern will be providing SW Gas with some interstate pipeline
services is discussed in a subsequent section of this chapter.
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while EPNG has a long and complex history, in rather simplified terms, the pipeline was

built to bring San Juan basin gas (i.e., mostly in New Mexico) to Southern California. In

order to accomplish such a goal, the EPNG needed to transverse the state of Arizona.

In order to gain the cooperation of the various stakeholders in Arizona, EPNG offered to

provide various gas buyers all of their required gas loads. At the time these gas buyers

were primarily various relatively small communities and cities, some of which were

served by SW Gas. These contracts that provided the various Arizona customers with

all of their gas requirements came to be known as full requirements contracts. Under

these full requirements contracts the Arizona customers were, in essence, charged for

the amount of gas they consumed, but were allowed to vary their daily gas usage from

minimum load requirements (i.e., usually in the non-winter months) to peak load

requirements (i.e., usually during the coldest part of the winter) at no additional charge.

In colloquial terms within the industry, this is referred to as 'free swing' capability.2

Initially, this approach worked reasonably well as the Arizona loads were relatively small

in comparison to the California loads. For example, during the mid-1980's Arizona gas

loads were less than seven percent of California gas loads.3 However, by 2004 because

of the significant growth of the Arizona gas market, this relationship changed such that

Arizona was 14.5 percent of California's gas loads.4

The key factor behind this growth in the Arizona market was the increase of gas require-

ments for the electric power sector. Between 1995 and 2004 gas consumption for the

electric sector within Arizona increased by a factor of 12 (i.e., from 19 to 240 BCF), as

during the building boom for gas-fired capacity Arizona installed over 9,200 MW of new

gas-fired capacity.5'6

2 The East of California customers will argue that these swing services were not free, but rather part of what
was contracted for under the full requirements concept and thus, a service for which they paid. Reviewing
such an argument and its legal connotations is beyond the scope of this report.

Technically, the comparison should be to Southern California gas loads, which would yield a higher
fraction. However, comparable data for Southern California is not readily available. In addition, the basic
trend would remain the same.
4 A similar assessment would apply to relative loads on the EPNG system, except that the fraction would be
higher. Comparable data for the EPNG system is not readily available.
5 The building boom for gas-fired capacity was from 1999 to 2004 when the U.S. power industry installed
over 204 GW of new gas-fired capacity.
' During the 1995 to 2004 period Arizona's residential, commercial and industrial loads also grew, but at only
1.2 percent per annum rate.
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From the perspective of an interstate pipeline, the growth in Arizona's electric gas loads

was particularly problematic, as gas loads tend to be very seasonal and, in particular,

daily gas burns tend to be concentrated within a few hours of the day. Concerning the

latter, it is not uncommon for a gas-fired power plant to consume its entire daily gas

requirements in a six to eight hour period. The situation for gas-fired peaking units is

even more dramatic, as the peaking units can consume their entire daily load require-

ments in two to four hours. These are very difficult load profiles for an interstate pipe-

line, particularly when similar load profiles exist at the same time for a number of plants.8

The net result of the combination of (1) the growth in Arizona gas loads, (2) the load

concentration within the power sector and (3) the typical load profiles of gas-fired power

plants, resulted in EPNG no longer being able to offer 'free swing' services to its Arizona

customers, particularly in light of the magnitude of the cumulative 'free swing' services

required by the Arizona customers.

magnitude would force the pipeline to operate outside an acceptable and safe range. In

theory, the pipeline could be forced to exceed either its maximum operating pressure

(MAOP) or its minimum operating pressure in order to provide these swing services.

The other alternative, in essence, would be a significant system expansion in order to

meet peak hour load requirements. Lastly, the use of market area natural gas storage

would help alleviate the lack of swing services on the EPNG system, however none

exists within Arizona.9 As a result, the full requirements approach that existed for so

long in the Arizona community had to be replaced with a different approach.

In effect, providing 'free swing' services of this

EPNG rate Case
While the history of the 2005 EPNG rate case is long and complex,'° in very simplified

terms EPNG went to its major California customers and presented a case that the EPNG

system could no longer operate under the full requirements concept used for the East of

California customers and that it should not propose a major expansion of the system,

which would increase pipeline rates for all customers." The California customers

7 About 25 percent of Arizona's annual electric power gas consumption occurs during the two summer
months of July and August, which primarily is required to meet the state's air conditioning load.
8 Arizona's gas load requirements for the power sector are dominated by 20 new gas-fired combined cycle
units and seven new gas-fired simple cycle units (i.e., beakers).
9 The subject of natural gas storage is further discussed in a later section of this report.
10 See the Appendix for a chronology of events.
11 Because of their access to large amounts of natural gas storage inside the state of California, the
California customers, in essence, do not require the use of the full requirements approach. Thus, the
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concurred and the combination of EPNG and the California customers then proceeded

to convince the FERC staff that a major change was required. EPNG then presented its

new rate case, which basically already had been endorsed by the California customers

and the FERC staff, to its customers. What followed was a long and drawn out rate case

proceeding that involved a major change to how the EPNG system was operated and, in

essence, pitted California customers against the East of California customers.

While the operational concept of providing 'free swing' services and thus, the full require-

ments approach had to come to an end because of the type of growth on the EPNG

system, in the viewpoint of some industry observers, including the authors of this report,

the effective trade of full requirements contracts for the East of California customers for

the pipeline services provided under the new EPNG tariff was not very equitable.

Nevertheless, the East of California customers were forced to adapt to an entirely new

set of pipeline services on the EPNG system. The enormity of this change, along with

the tension between the EPNG and its customers, as well as between classes of

customer, cannot be understated. Similarly, the uncertainty over details of how the new

EPNG tariff approach would affect various customers and the problems/flaws of what

was proposed by EPNG cannot be understated."

In very simplified terms what EPNG proposed for the East of California customers was to

convert its system from (a) a full requirements concept that did provide swing services to

(b) a system that, in essence, provided no swing senices.13 This new approach as

originally proposed, in essence, requires a customer to take daily gas requirements

evenly over the entire day (i.e., 1/24*" of the daily requirements each and every hour)

without any variance, and any such variances result in additional charges or penalties.14

California customers were not interested in expanding the EPNG system, particularly when such an
expansion would, in essence, be for the benefit of the East of California customers.
12 The 2005 EPNG rate case may be both (a) the most significant transition ever for an interstate pipeline
and (b) one of or the most arduous and contested interstate pipeline rate cases. The only interstate pipeline
rate case in the view of the authors of this report that might be comparable would be the Florida Gas
Transmission rate case, in the 1990s. In the FGT rate case it was finally agreed to, in essence, split the
system into two non-divisible halves, with the first half serving historical customers at a relatively low pipeline
tariff, and the second half serving new customers at a relatively high pipeline tariff.
13 While the purpose of this report is to provide a broad overview of the transition for the East of California
customers, technically the full requirements era came to an end in September 2003.
' While no pipeline can provide infinite swing services, other major interstate pipelines have allowed for

some swing capability. The Columbia Gas Transmission system, while designed for even hourly gas flows,
allows hourly capacity to be 120 percent of even hourly gas flows. Other interstate pipelines have used the
'6-percent rule' for hourly gas flow. Under this concept hourly gas flows can be 6 percent of total daily
requirements, which mathematically works out to 144 percent of even hourly gas flow. See EPRI, Natural
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Exacerbating this basic phenomenon of no swing services on the EPNG system was

that the concept was extended to every D-code, meter and contract, which on a practical

level, creates an operational nightmare for a customer such as SW Gas.15

In order to avoid such charges and penalties the customer had the alternative to

subscribe to a set of premium services, which were (a) very expensive, (b) relatively

complicated and (c) very restrictive in their requirements. Concerning the latter, even

with the utilization of such premium services a customer still could be subject to

penalties.16

From a customer's perspective, and in particular, a local distribution company, such as

SW Gas, it is literally impossible to operate (i.e., meet the needs of their customers)

without any swing capability. The primary reason for the latter is the behavior of

residential customers, which have peak consumption requirements during the hours they

are awake and very limited requirements while they are asleep." A similar phenomenon

exists for commercial and industrial customers.

Response By Southwest Gas

dwwlalr
The response by Southwest Gas to the new EPNG tariff is reviewed in the material

below. While SW Gas took a number of actions to limit its exposure to additional

charges and penalties, SW Gas nevertheless incurred approximately $6.7MM in

additional charges and penalties during the audit period, before any refunds."* The

Gas for Electric Generation: The Challenge of Gas and Electric industry Coordination, (TR-101239),
September 1992, Chapter 2.
15 For clarity if there are six supply contracts delivering to a meter and four meters within a D-code, in
essence, there can be zero variance from the 1/24"" the load concept at any of these points even though the
net downstream flow from the D-code may be perfectly in balance.
'A case in point is the FTH-3 premium service (i.e., firm transportation with three hours of swing). Under

the FTH-3 premium service the customer is allowed to have an hourly burn that is 150 percent greater than
its average daily burn, which is not an uncommon occurrence, for up to three hours during the day, but the
three hours must be consecutive. Variation from either the 150 percent criterion or the three consecutive
hour criterion results in a penalty. This is the least costly of the premium services, as it is only about seven
percent more expensive than the standard no variance FTH-1 service, which in turn was priced about 10
percent above similar historical services. The next level of premium services (i.e., FTH-8) cost almost 70
percent more than the FTH-1 service.
7 Even during the hours when a residential customer is awake there is a significant variance in their hourly

consumption patterns.
18 The total amount of additional charges and penalties before any refunds is highlighted in this report in
order to provide the reader with a complete perspective of what occurred during the audit period and the net
result of subsequent actions by SW Gas and other East of California customers. One of the final sections of
this chapter addresses refunds during the audit period.
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following assessment of these charges and penalties is divided into two sections,

namely (a) those charges and penalties associated with a relatively unique force

majeure situation that existed during the November 30, 2006 to December 4, 2006 time

frame (i.e., approximately $3.4MM) and (b) other charges and penalties during the audit

period (i.e., approximately $3.3MM) - again before refunds.

0l'Mll' MIlm§l!l¢AndI'UIIIIlIHdLI"
B a c k g r o u n d
The three most significant characteristics of the new EPNG tariff for East of California

customers were the following:

(1) The Magnitude of Change: The enormity of the operational changes under the
new tariff simply cannot be understated. SW Gas and the rest of the East of
California customers simply did not have any prior experience upon which to
make optimal decisions concerning the selection of new pipeline services.

(2) Uncertainty: Through the initial period of the new EPNG tariff (i.e., the period of
the initial proposal through initial implementation, or most of 2005) there was
significant uncertainty over both (1) the cost of the new pipeline services2° and, in
some cases, the definition of those services and (2) the implementation of the
various additional charges and penalties (i.e., the how and when). The former
significantly impeded any effort to minimize overall cost, while the latter made it
almost impossible to assess the economic tradeoff between subscribing for a set
of premium services and the potential for additional charges and penalties with or
without such premium services.

(3) Flaws: EPNG in its new pipeline tariff proposed an entirely new operational
concept, which subsequent events would prove had a number of flaws - some of
which were significant. For the most part these flaws occurred because of
EPNG's objective of carrying out the 'no swing service' concept to the smallest
divisible unit (i.e., to individual D-codes, meters and contracts) on its system."
The operational problems and inequities caused by these flaws, as well as the
incorrect data, were the subject of intense discussions between SW Gas and

19 For purposes of this report the phrase 'other charges and penalties' refers to all those additional EPNG
charges and penalties incurred by SW Gas during audit period, except those charges and penalties during
the cold weather or force majeure event the occurred between November 30, 2006 and December 4, 2007.
20 The major new EPNG pipeline services included the following firm services FTH-1 (i.e., firm service with
no swing capability) and a series of firm premium services, such as FTH-3, FTH-8, FTH-12, FTH-16, NNTH-
3 (i.e. no notice), NNTH-12, and NNTH-16. Most of these new premium services had unique and rigid
definitions and requirements - some of which were counter intuitive. Also, included in the new tariff were
interruptible services (lT-1 and IHSW-1) and the use of a new scheduling service, referred to as HEEN
hourly enhanced entitlement nomination).
1 The original EPNG proposal for SW Gas included several delivery points that had been abandoned and

excluded at least five relatively new taps. These are relatively simplified examples of flaws contained in the
original EPRI proposal. Other more complex flaws required the use of hydraulic modeling to fully correct
them. Nevertheless, correcting each of these flaws was important to SW Gas in order to minimize other
charges and penalties
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EPNG both during the initial review period and subsequent to the implementation
of the tariff.

The combination of these three characteristics of the new EPNG tariff left sw Gas in an

environment where it (1) had no operational experience with this new and very complex

system, (2) did not have a full perspective on the costs of the various new pipeline

services until after they made their initial selection of new pipeline services, and (3)

lacked almost any appreciation of either the potential for penalties or their magnitude.

Concerning the cost of these new services, there was a significant increase. For

example, historically SW Gas paid EPNG about $32 to $34MM annually for its pipeline

services. The initial proposal by EPNG for its new tariff would have increased the cost

for a somewhat comparable set of pipeline services to approximately $70 to $99MM.

Through the efforts of SW Gas and other East of California customers during the review

process for the proposed EPNG tariff, this latter cost was reduced to the $50MM+ range

depending upon a number of factors.

The net result was that SW Gas, in order to minimize costs, initially focused primarily on

using the less costly FTH-1 service in order to meet its interstate pipeline transportation

requirements. while this in hindsight left SW Gas vulnerable to additional charges and

penalties, at the time the optimum economic tradeoff between the cost of pipeline

services and the minimization of additional charges and penalties was probably not

knowable. The rest of the East of California customers were in a similar situation and,

for the most part, used a similar initial strategy in selecting a portfolio of new EPNG

pipeline services. For example, none of the other Arizona customers initially selected

any of the relatively expensive no-notice pipeline services, even though the use of no-

notice service very likely would have minimized a customer's exposure to additional

charges and penalties.

Further compounding this situation was EPNG's assignment to SW Gas, and other East

of California customers, specific capacity rights from both the San Juan basin and the

more expensive Permian basin using an EPNG algorithm. This approach basically

precluded SW Gas from selecting the optimum set of capacity rights for its customers in

that these capacity rights were assigned.22

In the viewpoint of some industry observers, including the authors of this report, EPNG adopted this
approach in order to ensure greater utilization of its capacity from the Permian, which on a delivered cost of

22
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Lastly, the California customers were not subject to this predicament concerning both

the uncertainty over the various premium services and the potential exposure to

additional charges and penalties. This situation for the California customers existed at

two levels. Operationally because of their access to considerable market area storage in

Southern California, the California customers could easily take daily gas requirements

on an even, hourly basis (i.e., 1/24"' per hour) and use their access to market area

storage to balance any variance between actual consumption levels and even hourly gas

deliveries. In addition, the EPNG tariff provided an exemption from these penalties for

delivery points with operating balancing agreements (OBA). On the EPNG system these

OBA points were basically Topock and Ehrenberg, which is where the California

customers take deliveries from EPNG.

Additional Charges And Penalties
While SW Gas' initial selection of pipeline services was reasonable at the time, it

nevertheless resulted in additional charges and penalties of about $3.3MM during the

audit period (i.e., before refunds) and potentially these charges could have been larger if

it were not for the proactive measures taken by SW Gas during this time frame. Exhibit

2-1 summarizes these various additional charges and penalties and identifies those that

subsequently were refunded. Also, while these additional charges have been grouped

together for the purpose of the assessment in this report, there are technical differences

between the two categories. Probably the most significant practical difference is that

EPNG retains all of the additional 'charges', while the 'penalties' are refunded to the

customers. while the exact algorithm for the refunding of the penalties is complex, the

basic concept is to collect penalties from those customers that exceed EPNG system

tolerances and refund it back to those customers who did not exceed system tolerances.

Furthermore, from a pragmatic perspective once a customer pays a penalty there is no

guarantee that this customer will receive even a partial refund of that penalty. As a

result, penalties, as is the case with the additional charges, in essence, represent an

additional cost, hence the reason for grouping the two categories in this report. For

completeness, Exhibit 2-1 identifies which categories of additional charges and penalties

are retained by EPNG and which are subject to refund. The Appendix provides a more

complete definition for each of these various additional charges and penalties.

gas basis is a more expensive alternative.
problematic for EPNG.

Historically, utilization of this Permian capacity had been
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Category of Charge/Penalty

Cumulative
Amount of

ChargelPenalty
($o00)

Retained
By EPNG

Subject To
Refund

Daily Variance's)
MD012) Violation Penalty(6l

MH0(3) Violation Penaltyl6l
Hourly IHswl4' (S)

Daily Overrunl8)
COC Imbalance Charge

Hourly Overrun(6l

Hourly Scheduling Penalty(6)

SOC imbalance Charge
Emergency COC lmbance Charge

(1)

$1 ,203

$730

$571

$242

$217

$189

$112

$58
(1)

(1)

Yes

Yes

Yes

Y€S(5)
Yes

Yes
Yes
Yes

Yes
Yes

Subtotal $3,322

Refunded Items" ($1 ,'/34)
Net $1,588

In simplified terms, EPNG invokes penalties at three different levels, namely (1) system

wide daily balancing penalties," (2) daily and hourly balancing penalties at individual

meters (i.e., MDO and MHO) and (3) more severe penalties during critical operating

conditions,2" that are declared by EPNG. While on any given day a customer can incur

penalties at all three levels, the actual charge is the highest of the three categories and

not the cumulative amount. As illustrated in Exhibit 2-1, the daily variance penalties25

and the charges at individual meters or taps (i.e., MDO and MHO), account for 75

percent of the total charges and penalties during the audit period. These items are

further discussed in the material below.

Exhibit 2-1. Additional Charges And Penalties paid By Southwest Gas
During The Audit Period

(1) Excludes COC charges during the force majeure event of November 30, 2006 to December 2, 2006,
which are discussed in a subsequent section of this chapter.

(2) Maximum daily overrun at individual taps.
(3) Maximum hourly overrun at individual taps.
(4) Interruptible swing service.

(5) Complex.
(6) Fully or partially refunded item.

(7) Excludes interest.

Source: Southwest Gas.

23 This category can be divided into scheduling penalties that are authorized and daily variations that are
unauthorized.
24 Technically, there are two categories of critical operating conditions, namely the less severe Strained

operating Condition (SOC) and the more severe Critical Operating Condition (COC).
25 After considerable effort by SW Gas and the other East of California customers these daily variance
penalties eventually were refunded at the end of the audit period.

Q
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Actions By Southwest Gas
As previously noted, SW Gas has been proactive during the entire test period in taking

actions to either minimize or eliminate these additional charges and penalties. These

proactive efforts by SW Gas included:

• Intense efforts to have EPNG correctly assign or modify MDO and MHO levels
for various taps,
Efforts to revise various segments of the EPNG tariff, and
Judiciously increasing the level of premium services over time.

Penalties For Individual Meters
Under EPNG's new tariff the concept of no swing capability was transferred down to the

lowest possible level on the pipeline system, namely the individual meter. As a result,

any variance in either daily gas loads from designated levels at an individual meter

(MDO) or even hourly loads (MHO) at an individual meter resulted in a penalty under

EPNG's system. In addition, the MDO and MHO levels were assigned by EPNG based

upon an internal EPNG assessment that was derived from a historical usage algorithm.

Subsequently, it was proven that EPNG's assessment for several meters was in error.

Furthermore, this concept was extended downstream to each supply contract behind a

given meter,2° which made the implementation of the EPNG tariff even more complex

and operationally almost a nightmare. Lastly, the concept also was applied upstream to

the EPNG D-codes.27 As illustrated in Exhibit 2-1, the combined MDO and MHO

charges and penalties represent the largest single category of charges and penalties

and account for about 39 percent of the total before refunds and 65 percent of the total

after refunds.

Because of certain characteristics of the EPNG system, SW Gas, more than any other

East of California customer, is affected by the MDO and MHO provisions in the EPNG

tariff. This occurs because SW Gas takes gas from more points (i.e., taps) on the EPNG

system than all the remaining East of California customers combined." This unusual

situation is, in large part, an artifact of the full requirements era for the EPNG pipeline.

be For example, if there were six separate supply contracts to provide gas to a given meter, then variances
for each contract would be tracked and these variances could result in additional charges and penalties.
27 In simplified terms a D-code is a group of meters that are usually within close geographic proximity.
28 SW Gas has approximately 215 taps on the EPNG system that have active EPNG telemetry and approxi-
mately 120 taps that Southwest reads on monthly basis (i.e., charts) with this data manually provided to
EPNG
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During the full requirements era, EPNG was required to meet all SW Gas gas supply

requirements. As a result, when new communities emerged as part of the overall growth

within the state SW Gas would need additional gas supplies at a series of new locations,

and EPNG would extend its system to these new locations and provide a new tap. At

the time having EPNG extend its system and incur the additional capital costs appeared

to be the preferred alternative to SW Gas extending its system to connect to EPNG and

incurring the capital cost. while EPNG was obligated to complete system extensions

even if it involved relatively small volumes and relatively small laterals, the net result was

that over time parts of EPNG began to appear more like a local distribution system than

an interstate pipeline, and SW Gas had a large number of taps on the EPNG system.

An alternative approach, which is common to many LDCs, is to have a series of large

city Gates that take gas from one or more interstate pipelines at each city gate, and then

build downstream pipelines from these city Gates to the various load points for the Loc.

While in hindsight now that the full requirements era has come to an end, it might be

considered desirable for SW Gas to have built a series of city Gates and associated

downstream pipelines, that is not what happened and it cannot be reversed - at least

economically.

The other East of California customers are not faced with a similar situation. This is

particularly true of the Arizona electric utilities, which have large point loads that only

require a single tap for each point load. Furthermore, with respect to the MDOs for the

taps serving electric utilities initially the values assigned by EPNG for these MDOs were

based upon a historical usage algorithm, as was the case for SW Gas. Because most

Arizona electric loads have grown - in some cases substantially - the assigned EPNG

figure based upon historical usage was inadequate for most electric utilities (i.e., this

also was true for many SW Gas taps). However, this dilemma was rectified for most of

the electric utilities as a net result of the Santan pipeline" transfer. In simplified terms

when Salt River transferred the Santan pipeline to EPNG, Salt River was able to secure

an MDO that met the current full load requirements of its power plant site.3°

Subsequently, EPNG, in order not to discriminate among electric utilities, allowed most

of the electric utility MDOs to reflect the current full load requirement of the various

power plant sites. The same was not done for SW Gas and, as a result, there is a

29 Also referred to as the East Valley Lateral.
so See Docket No. RP05-422-024, Protest of Southwest Gas Corporation of EI Paso MDO Procedures
Compliance Filing, January 28, 2008.
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significant disparity among the East of California customers with respect to EPNG's

MDO provisions.

The combination of SW Gas being uniquely affected by EPNG's MDO and MHO

provisions and its overall desire to minimize additional charges and penalties has led

SW Gas to vigorously pursue correcting various flaws in EPNG's overall process of

assigning MDO levels and changing MDO levels wherever possible to represent current

sw Gas load conditions.

The number of actions taken by SW Gas on this matter is difficult to summarize because

of both the large number of actions and the enormous variety of actions taken, as the

circumstances for the nearly 335 SW Gas taps tend to be site specific. In general, this

process requires SW Gas to identify flaws with EPNG's MDO/MHO provisions and make

a filing with EPNG for a correction and/or a waiver of penalties. Each action can be a

rather lengthy process as (1) the burden of proof is on SW Gas, (2) hydraulic modeling

of the EPNG system is required in some cases, (3) the request and supporting

information usually has to be reviewed verbally with the EPNG staff, (4) a formal request

must be filed with EPNG and (5) a formal response must be received from EPNG.

With respect to the large number of actions taken by SW Gas, its Planning Department

maintains a three-inch notebook, which is nearly full."2 The material in this notebook

documents each of the requests made to EPNG on the MDO/MHO provisions and the

resulting outcome. To date SW Gas has been successful in obtaining MDO/MHO

increases at approximately 145 metering points, which has been a significant factor in

minimizing future charges and penalties. Exhibit 2-2 provides highlights for a few of

these actions.

As a practical matter while the charges and penalties associated with EPNG's

MDO/MHO provisions have been reduced by various actions by SW Gas, in the future it

is highly unlikely they will go away for SW Gas. This assessment is based upon the

following factors, some of which are unique to SW Gas.

31 See FERC Order Dismissing Requests for Rehearing and Clarifying MDO Procedures issued December
20, 2007.
32 See Southwest Gas/El Paso Natural Gas MDO/MHO, which is retained by Southwest Gas' Planning
Department.
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Description Location D-Code/Meters

• Corrected MDO and MHO levels that were

incorrect."l

• Requested shifting MDO rights in order to
resolve apparent deficiencies on the EPNG
system that resulted in penalties during
January 2007 and that these penalties be
waived. Basically a request to allocate
unutilized MDO/MHO rights from a down-
stream meter to an upstream meter under

the 'walk the pipe' concept.(2)

• Requested revision to peak-day require-
ments for SW Gas on EPNG system at
individual meter levels. Required sub-
mittal of 2,748 data points. Request five
relatively new taps, excluded by EPNG, be

added.'3l

• Notified EPNG that because of maintenance
a meter would be out-of-sewice and loads
would shift to a second meter. SW Gas still
incurred penalties despite notification.
Subsequently, SW Gas requested a waiver
of penalties, which EPNG granted after
performing hydraulic modeling which
indicated that the requested shift in loads had

a positive effect.l4l

• Submitted bid for additional MDO/MHO
levels and challenges requirement to
demonstrate 'nameplate maximum burn
capability' (i.e., requirement), which primarily

pertains to electric generators.(5)

• Requested notification of hardware modifi-
cation in order to obtain at least meter
capacities equivalent to EPNG's original

Moo allocations.l5)

North Loop
Substation and
Ft. Huachuca

Bell Road City
Gate, Glendale
City Gate, Lateral
25 City Gate

Entire System

Duval City Gate

Numerous

Numerous

Meter No. 31682 in D-Code
475643 (DSWGN78) and
Meter No. 31692 in D-Code
475585 (DSWG HCH)

Meter Nos.: 31656, 30433,
and 30249.

New taps: Robson, Red,
New Whetstone, Arivaca
Junction, and 7E.

Meters No. 30657 and No.
31524 in D-Code 216811
(DSWG TUS).

Numerous.

Meter Nos.: 20-003, 20-006,
20-019, 20-024, 20-103, 20-
105, 20-142, 20-353, 20-427,
20-496, 20-528, 20-594, 20-
612, 34-719, and 34-806.

Exhibit 2-2. Selected Example Of Southwest Gas' Efforts To Minimize
MDOIMHO Penalties
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Description Location D-CodeIMeters

• Requested a combination of D-codes in
close proximity in order to better reflect

system flow requirements.l5l

• Requested a change to the MDO/MHO
among various delivery points and an
increase at another delivery point in order to
better represent system operations. While
the change was granted, SW Gas still
received penalties and subsequently had to

seek a waiver.l6l

• Increased MDO/MHO levels for meters in the
Tucson area in order to more accurately
reflect area growth and current load

conditions.l71

• Increased MDO/MHO levels for meters in
the Phoenix area in order to more accurately
reflect area growth and current load

conditions.(8)

• Requested hydraulic modeling for
potentially constrained laterals and other
areas in order to identify where MDO
rights can be increased without impairing
system operations and what capital
improvements might be required to
alleviate such constraints.l9l

Yuma Lateral

Chandler No. 1
and Foothills Club

Tucson, AZ

Phoenix, AZ

Numerous

DSWG-N78 and DSWG-578,
DSWG YUM, DSWG COG,
DSWG YIR, and DSWG WIL.

Meters No. 30029 and 34790
in D-Code 216808.

Meters No. 30148, 30149,
and 31518.

Meters No. 30249, and
30433.

Numerous

Exhibit 2-2. Selected Examples Of Southwest Gas' Efforts To Minimize
MDO/MHO Penalties

See EPNG Notice ID: 6489.
See Steve Williams memorandum dated January 29, 2007.
See Richard Jordan memorandum dated December 30, 2006.
See EPNG Notice ID: 6440.

See Steve Williams memorandum dated May 31, 2006.
See EPNG Notice ID: 6577.
This is the net result of a relatively long and drawn out process from May 2006 to December 2007. On
average this resulted in a 50 percent increase.

(8) This is the net result of a relatively long and drawn out process from May 2006 to December 2007. On
average this resulted in a seven percent increase.

(9) See Richard Jordan memorandum dated June 18, 2007.

(1)
(2)
(3)
(4)

(5)
(5)
(7)
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• Larqe Number of Taps: SW Gas has a very large number of taps, which
among East of California customers is a feature unique to SW Gas.

• Current Load Profile: EPNG's historical usage algorithm does not reflect SW
Gas' current load profile at many of its taps and SW Gas was not granted relief
on this matter, which was done for the East of California electric utilities.

• Reticulated System: Port ions of  the EPNG system are reticulated,
consequently loads between meters can shift, as a result of changing pressure in
other parts of the EPNG system. While SW Gas has no influence on such
system pressure changes and the net downstreamresult is that the scheduled
amount of load is unchanged, under EPNG's rigorous accounting oriented
MDO/MHO provisions SW Gas will still incur a penalty for that meter which had
higher than expected loads, and no credit for the meter with lower than expected
loads, even though the two variances are offsetting."

EPNG Tar Revisions
In addition to representing a major change in operational requirements, the new EPNG

tariff as originally proposed has been very difficult to implement for the East of California

customers and, in particular, SW Gas. SW Gas has been an active participant, and in

some cases the leading participant, in attempting to revise the new EPNG tariff to

reduce the difficulty in implementing it, to minimize its operational complexity and to

reduce the exposure to additional charges and penalties. While a thorough discussion

of these actions and a detailed examination of some of the relatively technical issues

involved in such actions is beyond the scope of this report, SW Gas has been very

active in the regulatory arena in seeking revisions to the EPNG tariff. This has involved

active participation in technical conferences, as well as rate case settlement discussions.

Some of the results to date include:

• The creation of the 'dead band' for hourly scheduling, which helps minimize other
charges and penalties,34
The elimination of daily variance and hourly overrun penalties,35
The revisions of definitions for SOC and COC conditions, as well as critical
parameters for these conditions (e.g., minimum and maximum line pack),
The rejection of EPNG's proposed set of non-critical condition penalties,"
The ongoing efforts to establish firm rights to the meter,37

This two meter example is a relatively simplified example. Under actual operating conditions the
variances caused by other operating conditions in a reticulated system can be relatively complex and involve
several meters. Furthermore, hydraulic modeling may be required to fully quantify the impacts.

The 'dead band' concept creates a tolerance level for hourly scheduling of 200 Dth or 13 percent,
whichever is higher.
35 These are the penalties that were refunded at the end of 2007.
as See Docket No. Rp07-511 .

3 3
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• The creation of the MDO transfer concept, which helps minimize MDO/MHO
charges and penalties," and,
The ongoing efforts to have the flow requirements for meters in reasonable close
proximity to be treated as a group rather than individually.

These actions are in addition to SW Gas' continuing efforts to proactively notify EPNG of

maintenance conditions in order to avoid penalties and to continue hydraulic modeling in

an effort to enhance EPNG's assessment of constrained lateral systems.

Premium Services
Another area that SW Gas has pursued in order to minimize charges and penalties is the

judicious increase in the utilization of EPNG's more expensive premium services. When

these premium services were first proposed by EPNG there was uncertainty over their

exact cost and SW Gas had no relevant experience to assess the economic tradeoff

between (1) the higher cost for these premium services and (2) the potential cost of

additional charges and penalties. Once SW Gas had some operational experience with

the new EPNG tariff, it was able to assess the likelihood and magnitude of the additional

charges and penalties, and thus, the economic tradeoffs.

Exhibit 2-3 places into perspective the cost for EPNG's pipeline services over the audit

period.

As illustrated in Exhibit 2-3, historically SW Gas paid EPNG for its pipeline services

about $33MM. Based upon EPNG's initial proposal for its 2005 rate case the cost of

these services would have increased by a factor of two to three times, with the upper

end of the range based upon the assumption that all future pipeline services would be

the premium no-notice services. There was considerable uncertainty over the final rates

for the various services contained in the initial 2005 EPNG rate case.

Category Ill in Exhibit 2-3 provides a better indication of what likely was expected for

2006 (i.e., about $54 million). A key attribute of this Category Ill estimate is that it

assumes no premium services and it results in about a 65 percent increase in total

pipeline fixed charges over what had been paid historically.

As a result,

37 See Docket No. RP05-422.
38 See Docket No. RP07-707.
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Catego

Cost of Basic
EPNG Services

(Million $)
Actual 2005 annual fixed cost prior to placing into effect
on January 1, 2006 the rates emanating from the 2005
rate case filing .

$32.6

ll. Estimated annual fixed costs based upon the initial
proposal for the 2005 rate case.

$70 to $99(1)

III. Estimated 2006 annual fixed costs assuming no FT-1
conversions and the loss of SW Gas legacy contracts.l2l

$53.9

IV. Estimated 2008 annual EPNG fixed charges after 1st
conversion to FTH-3 hourly service.(3)

$52.0

v . Hypothetical 2008 annual EPNG fixed charges after 2nd
conversion to FTH-3 and FTH-8 hourly services.l3)

$53.1

VI. 2008 annual EPNG fixed charges after actual conversion
to FTH-3, FTH-8 and NNTH-3 hourly.(")

$54.5

Exhibit 2-3. Historical Perspective On Southwest Gas' Costs For Pipeline
Services

(1) The higher figure reflects converting all existing FT-1 contracts to NNTH-3 (i.e., no-notice)
contracts.

(2) Legacy gas contracts are Article 11.2 vintage rate capacity.
(3) Based upon Settlement rates.

Source: Southwest Gas.

The Category IV figure in Exhibit 2-3 (i.e., $52 million) estimates what would be the 2008

fixed charges to EPNG and reflects SW Gas' first conversion to some premium services.

Subsequently, as part of the second conversion," sw Gas added some additional

premium services, which increased the overall estimate of the cost for 2008 to about

$53MM (i.e., Category v). Lastly, SW Gas is now testing the use of some no-notice

service in its portfolio of pipeline services which will raise the estimate for 2008 to about

$54.5 MM (i.e., Category VI). This is about 4.8 percent higher than the initial estimate

provided for 2008 (i.e., Category iv), but it does include more premium services.

Concerning the addition of some no-notice premium services for 2008, SW Gas' current

plan is to use this service for approximately a year and then to determine if the additional

cost is commensurate with its benefit, namely the capability to further reduce the other

charges and penalties.

as As part of the Settlement with EPNG the East of California customers were allowed to convert the initial
pipeline services they selected in the 2005 rate case at very specific points in time, which were referred to
as the '15i conversion' and ¢2nd conversion'.
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With respect to the unit cost of the various pipeline services included in the various

categories contained in Exhibit 2-3, Exhibit 2-4 notes the unit costs for the various

pipeline services incorporated in Categories Ill through vi.

ILavn»u4/4-¢rnru»»lalau=s

Overview
The largest category of charges and penalties were those that were incurred during the

November 30, 2006 to December 4, 2006 time frame, when well freeze-offs in the San

Juan basin resulted in producers curtailing supplies under force majeure provisions in

their supply contracts. while the specific events for this time frame are a little complex,

the end result for SW Gas was that it was assessed $3.4 MM in penalties by EPNG as a

result of this event.

Background
While temperatures had been relatively mild for most of November, a cold front quickly

moved through the Southwest at the end of November. As illustrated in Exhibit 2-5, this

cold front caused temperatures in the San Juan basin to decline about 42°F in

approximately 40 hours, with about 60 percent of the temperature decline occurring in

the last 18 hours. At the low point temperatures in the San Juan basin reached 5°F."0

This decline in temperature caused a loss of production in the San Juan basin, which

occurred as a result of the condensate in the gas stream freezing and then plugging flow

lines. As illustrated in Exhibit 2-6, average daily flows out of the San Juan basin into the

EPNG system were reduced approximately 0.5 BCFD between November 28 and

November 30, 2006. As a point of reference, reductions in supply to the EPNG system

from the Permian basin were about 0.4 BCFD. By comparison the absolute temperature

in the Permian basin, while having declined significantly, only reached 24°F at its low

point.

This loss of supply from the San Juan basin caused Iinepack on the EPNG system to

drop dramatically and exceeded the low threshold point for strained operating conditions

(SOC), as illustrated in Exhibit 2-7. This placed the EPNG system in a critical operating

condition (COC), which is a very serious event for any pipeline.

40 A similar phenomenon occurred in the Permian basin, where temperatures declined about 48°F in
approximately 16 hours, but the low temperature was only 24°F.
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Actual 1/1/06 CDs

Annual Billed
Quantity
(Moth)

Effective Rates as of
Jan. 1, 2006 (subject

to refund)
Unit Cost

($lDth)
Legacy 11.2.a contract 2,045 9.3637
FT-1 Block I 780 9.3637
FT-1 Exp 2,014 9.3637
FT-1 1903 892 9.6931

Actual Nov. 2006 -_ Oct. 2007 CDs
Quantity
(MDth)

2008 Rates
($/Dth)

Legacy 11.2.a contract 2,363 8.4659
FT-1 Block 780 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 704 9.6786
FTH-3 1,261 9.8398
FTH-8 0 15.5095

Proposed Nov. 2007 - Oct. 2008
CDs
without NNTH-3

Quantity
(MDth)

2008 Rates
($lDth)

Legacy 11.2.a contract 1 ,981 8.4659
FT-1 BlOCk 361 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 442 9.6786
FTH-3 2,276 9.8398
FTH-8 48 15.5095

Actual Nov. 2007 ._ Oct. 2008 CDs
With NNTH-3

Quantity
(MDth)

2008 Rates
($lDth)

Legacy 11.2.a contract 1,981 8.4659
FT-1 Block 361 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 442 9.6786
FTH-3 1 ,026 9.8398
FTH-8 48 15.5095
NNTH for FTH-3 1 ,250 10.9196

Exhibit 2-4. Unit Costs For Selected EPNG Pipeline Services

Cateqory III

Category IV (Conversion 1)

Cateqory v (Conversion 2)

Cateqory VI (Add NNS)
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Exhibit 2-5. Hourly Temperatures At Four Corners Regional Airport,
Farmington, NM - November 28-December 2, 2006
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Exhibit 2-7. EI Paso Natural Gas Linepack

Exhibit 2-6. El Paso Natural Gas Historical Activity
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The speed at which these events occurred - namely the decline in temperature, the loss

of San Juan production and the decline in EPNG Iinepack - appears to have caught

almost everyone involved within the southwestern gas industry by surprise.

This rapidly moving cold wave also impacted the major load centers for SW Gas, which

in turn caused gas demand to spike. As illustrated in Exhibit 2-8, temperatures in

Phoenix declined about 18°F9m approximately 15 hours to just above freezing, while in

Tucson the temperature declined about 28°F in approximately 15 hours to below

freezing (i.e., about 27°F).

Impact On Southwest Gas
The net result on SW Gas of this rapidly moving cold front was (a) that gas demand

spiked well beyond forecasted volumes and (b) producers in the San Juan basin invoked

force majeure provisions after Southwest Gas had scheduled its gas supplies. Under

the rigid requirements of the new EPNG tariff this resulted in SW Gas being assessed

$3.4 MM in penalties, although the figure could have been higher (i.e., about $7 MM) if it

had not been for earlier proactive initiatives by SW Gas and other East of California

customers. In addition, subsequent initiatives would have had the net effect of reducing

these penalties about 85 percent if the same set of conditions were to occur today. The

various components of this event are discussed as separate items in the following

material.

Forecasting And Scheduling Loads .
While the primary driver of the subject penalties was the lost production due to the well

freeze-offs, load forecasting and scheduling were a part of the overall set of events that

occurred during this time frame. Exhibit 2-9 summarizes the various forecast, nomina-

tion and scheduling events for November 30, 2006. As illustrated, actual consumption

by SW Gas customers on November 30 was approximately 28 percent, or 108,000 Dth,

greater than the initial forecast for that day.
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Exhibit 2-8. Temperature Profile For Major Southwest Gas Load Centers

Hourly Temperatures
Sky Harbor International Airport, Phoenix Az

Nov. 28 - Dec. 2, 2006
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Description
Amount

(000 Dth) Date Hour

Temperature (°F)

Phoenix Tucson
San Juan

Basin

Initial Forecast

Preliminary Nomination

Scheduling
Cycle 1
Cycle 2
Cycle 3
Cycle 4

Final Schedule

Final Used

380

397

341
341
392
417

334

488

11/28
11/29

11/29
11/29
11/30
11/30

9:30 a.m.
4:00 p.m.
8:00 a.m.
3:00 p.m.

54-63
45-57

51
55

38M
54

43-68
44-57

52
55

27(1)
50

39-51
27-41

26
28

10(1)
31

Exhibit 2-9. Summary Of Gas Loads During The Force Majeure Event

(1) Low temperature for Phoenix occurred at 7:00 a.m. (37°F), for Tucson at 6:00 a.m. (21°F), and for the San Juan
basin at 7:00 a.m. (5°F).

Source: Southwest Gas memorandum from Lam/ Black dated January 30, 2007 and NOAA.

While it may be difficult to chastise SW Gas management for this disparity in light of the

rapidly changing weather conditions, no LDC likes to see actual consumption exceed

forecasted levels by 28 percent, even under adverse weather conditions. This includes

SW Gas, which subsequently set up a multi-department task force'" to both audit the

events of this period and investigate ways of improving its forecasting system. As a

result of this task force the following actions were taken:

• Weather Services: Historically SW Gas had subscribed to a single weather
forecasting service. Starting in 2007 it began subscribing to two weather
forecasting services in order to obtain an additional viewpoint on the outlook for
weather even though this is an additional expense. A key feature of the
additional weather service is that it provides two updates to its initial weather
forecast for a given day. The historical weather service only had provided a
single weather forecast for each day.

• GasDay Model: SW Gas contracted with Marquette University to investigate
and make improvements to the GasDay model that was applicable to SW Gas.

The Daily Forecasting Accuracy Improvement Task Force was established in December 2006 and
consisted of members from Staff Engineering, Central Gas Dispatch, Gas Purchases and Transport, and
Demand Planning. The task force met on a monthly basis through the end of the audit period (i.e.,
December 2007) and reviewed a number of topics and alternatives for improving SW Gas' daily gas
forecasting system.

41
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Among the improvements made to the model, as a result of the multi-step
program conducted jointly with Marquette University, was the incorporation into
the model nonlinear relationships between consumption and heating degree days
at extreme temperatures.42

• Other Items: The task force also investigated and implemented the usage of
several other supporting analytical techniques to the GasDay model. These
include the use of (1) scatter plots and (2) the development of 24-hour load
curves for incremental heating degree days. The latter, which could help
facilitate with mid-day corrections during the later scheduling cycles, required the
receipt of hourly data from EPNG.

Curtailed Gas Supplies
By far the most significant factor behind the penalties assessed for SW Gas during the

force majeure event was the curtailment of natural gas production in the San Juan basin.

The latter occurred because of the rapid decline in temperatures in the basin which

caused a large number of well freeze-offs. While total lost San Juan production on the

EPNG system was about 0.5 BCFD, for sw Gas the difference between Cycle 4

scheduling and delivered San Juan supplies was approximately 83,000 Dth.43 The latter

is likely the best indicator of lost supply for SW Gas. Furthermore, even if SW Gas had

scheduled a higher level of gas supply, it is doubtful that overall supplies would have

increased appreciably, as the well freeze-off conditions were epidemic throughout the

basin. Instead the amount of curtailed production for SW Gas likely would have

increased under a scenario of an even higher level of scheduled supplies by SW Gas.

Under the EPNG system, SW Gas initiates the scheduling process by sending its

detailed meter specific scheduling information to EPNG at the designated time (i.e., in

this situation Cycle 1 schedules were submitted at 9:30 a.m. on the previous day, see

Exhibit 2-9). However, the gas is not officially scheduled at that time, as then EPNG

must initiate its confirmation process. Included in this confirmation process is the

obtaining of information from the various suppliers as to how much gas supply they will

provide at each meter. If the figures provided by SW Gas and the specified suppliers

match for a specific meter, then the gas is scheduled. However, if there is a difference,

then EPNG notifies SW Gas, which must then begin to initiate corrective action. This

process is not instantaneous, as the contact and communication between the various

42 See "Excerpts from Demand Planning's Monthly Reports" and "Proposal for the Forecast Model Enhance-
ments Project at Southwest Gas Corporation" prepared by Marquette University dated April 9, 2007.
43 As noted in Exhibit 2-9 Cycle 4 scheduling was about 417,000 Dth. Actual gas delivered by SW Gas was
about 333,900 Dth, with the difference being approximately 83,000 Dth, which equated to approximately
0.08 BCFD.
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parties takes some time. As a result, until EPNG provides SW Gas with final

confirmation of what gas supplies have been scheduled, SW Gas, like other EPNG

customers, is in the dark as to actual scheduled quantities of gas and can only use its

submitted schedule as an estimate.

During the November 30, 2006 event the flow of information was far from instantaneous,

as a result there was both a lack of sound information on the status of scheduled gas

supplies and uncertainty over conditions in general. This was particularly true for

scheduled supplies from producers, as notification times by producers of their inability to

supply contracted quantities of gas supplies varied with some producers declaring force

majeure conditions much later than others. The rapid changes in the weather also

caught the producers off guard, some of whom attempted to compensate for the loss in

production from a given well with production from another well. However, eventually the

problem became too great and the producers were forced to declare force majeure and

some of these force majeure notifications did not materialize quickly."4'45

By the time Cycle 4 scheduling had occurred, SW Gas had scheduled virtually all of its

San Juan basin capacity from firm contracts and had turned to obtaining and scheduling

spot supplies from the Permian basin, where well freeze-offs also had occurred. In

hindsight it is almost ironic that after all the documentation on scheduled gas supplies

finally was received that it was the firm contract supplies from the San Juan that were

curtailed, whale the spot gas supplies from the Permian were, for the most part,

successfully delivered."

Observations
Both the severity of the weather and its rapid change appears to have caught most of

the southwestern gas industry off guard, with well freeze-offs forcing producers to

declare force majeure conditions, particularly in the San Juan basin. From the

perspective of SW Gas, the gas supplies available to serve its customers were limited no

matter how much gas it scheduled. SW Gas was limited in its ability to respond to these

unusual and rapidly changing events because of the lack of timely receipt of information

44 Based upon discussions with SW Gas management.
45 Among the producing basins in the U.S. the San Juan basin is relatively unique, because of the large
number of wells in the basin (i.e., there are about 35,000 wells in the basin of which about 27,000 are
producing), which makes scheduling and confirmation of scheduled gas supplies even more difficult.
6 See Larry Black memorandum dated January 30, 2007.
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from EPNG and the suppliers. In addition, it appears that even if SW Gas had received

this information on a more timely basis, it is doubtful SW Gas could have obtained a

significant increase in gas supplies, as the entire region was under the equivalent of

emergency conditions. Despite these mitigating factors, under the newly instituted

EPNG tariff SW Gas was required to pay $2.1MM in penalties, as a result of the events

for November 30, 2006.47

With respect to the penalties they could have been nearly double this amount if SW Gas

and the other East of California customers earlier had not prevailed on eliminating the

Daily Overrun Charges.48 In addition, a subsequent Rate Case Settlement would reduce

the amount of this penalty by 85 percent if these exact conditions were to repeat

themselves in the future.49

With respect to avoiding losing access to gas supplies under future force majeure

conditions, independent of concerns about penalties, the only realistic alternative

appears to gain access to market-area storage. Unfortunately, none exists within

Arizona at the current time. Gaining access to production-area storage could help

mitigate supply concerns, particularly on the second day of the event. At present the

only production-area storage in the region is in the Permian basin. Unfortunately, the

amount of such storage capacity is limited and the standard terms and conditions for

such capacity are restrictive. Concerning the latter, both of the two key production-area

storage facilities in the Permian basin require that any change in initial nominations for

gas to be withdrawn from these storage facilities occur prior to the Cycle 1 scheduling

time for EPNG. As a result, access to capacity from these facilities, if it had been

available, would not have enabled SW Gas to get additional gas supplies on the first day

of the event.5° The issue of future access to storage capacity is discussed further in the

recommendations section of this report.

47 This assessment focuses on the first day of the four day event, namely November 30, 2006. Events for
the second day, namely December 1, 2006 were similar and resulted in additional penalties of $1.2MM.
EPNG finally lifted the declaration of strained operating conditions (SOC) at 7:23 a.m. on December 4, 2006.
The initial declaration of SOC occurred at 6:38 a.m. on November 30, 2006. Within this time frame critical
operating conditions (COC) were declared from 11:22 a.m. on November 30, 2006 to 8:51 a.m. on
December 3, 2006.
48 Technically the elimination of the Daily Overrun Charges had been agreed to, but not yet implemented
formally. However, EPNG waived the additional cost associated with the Daily Overrun Charges.
49 February 6, 2008 conference call with SW Gas management.
50 For the Enstor's Gamma Ridge storage facility changes to nominations must occur before 11 a.m. on the
first business day preceding the day on which such change is to take place (i.e., on November 29 for gas
delivered on November 30). For Chevron/Unocal's Keystone storage facility the requirement is before 9
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Lastly, the events of November 30, 2006 to December 4, 2006 represent the first time

sw Gas had to adapt to a force majeure event without a full requirements contract with

EPNG.

Dthar Related Items
There are a few other items that merit discussion in this chapter even though they are

either technically not part of the audit period or not directly part of the EPNG system.

Dllllalrlifalllalll

While for most LDCs it is desirable to connect to two or more interstate pipelines in order

to diversify both access to supply and gas transportation capacity, in the case of SW

Gas historically this has not been an alternative. However, in the future because of the

proposed expansion of the Transwestern system, as a result of its Phoenix Lateral

project, SW Gas will have the opportunity, albeit a limited one, to diversify its future

transportation portfolio. Such diversification would help reduce SW Gas' dependence

upon EPNG and its somewhat restrictive tariff.

The expected route for the Phoenix Lateral, which currently is scheduled to be

completed in 2008, is primarily to the west and south of Phoenix and, as a result, it does

not overlap significantly the EPNG system, which would an the ideal circumstance for

SW Gas. Key factors in the selected route for the Phoenix lateral appear to be the

immense difficulty in gaining right-of-way in the heavily populated areas to the west of

Phoenix and a choice to divert the route around the White Tank Mountains. SW Gas

has subscribed for capacity at the Sun Valley North, Sun Valley South, New Florence

and Gilbert meter stations on the Phoenix Lateral project, as illustrated in Exhibit 2-10.

The capacity at these locations primarily will be to serve future growth for SW Gas as

each meter is close to master planned communities that are in the process of being

developed. Currently there is no EPNG service to these areas.

a.m. on the day such change is to take place. Source: Excerpts from the operating statements for (1 )
Enstor's Gamma Ridge project and (2) Chevron/Unocal's Keystone project.
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Tap Location

Capacit.f Commitment in Dthlday

Nov-Mar Apr-Oct
Annual
Average

Sun Valley-north 4,350 340 1 ,999
Sun Valley-South 8,390 660 3,858
Rainbow Valley 10,760 4,451
New Florence Suntan 3,430 1,419
Germann (Santan 47,090 19,481
Gilbert (Suntan 980 405

Total 75,000 1,000 31,613
Source: Mr. William Moody memorandum to the Arizona Corporation Commission dated February 22,
2006.

Exhibit 2-10. Southwest's Capacity Commitment To Transwestern's
Phoenix Lateral

In addition, SW Gas has subscribed to capacity on the Phoenix Lateral at the Rainbow

and German meters, where currently EPNG also has meters. As a result, serv ice at

these two points51 will be in direct competition to existing EPNG service and if the most

economic alternative could al low SW Gas to displace serv ice prev iously prov ided by

EPNG and potentially avoid exposure to penalties at these two points. Unfortunately,

these are the only two points with such potential overlaps and thus competition exists.

Lastly, there has been some discussion of moving the Sun Valley North meter to the

north and east, if the Phoenix Lateral can be rerouted. If this were to occur, SW Gas

would be able to displace current EPNG services at this revised location.

Independent of  the fact that the force majeure events of  November 30, 2006 through

December 4, 2006 resulted in penalties being assessed against SW Gas, which is an

undesirable event, probably the more significant issue is the potential threat to providing

adequate serv ice when a similar force majeure event occurs in the future. Under such

conditions SW Gas may not be able to have access to adequate gas supplies to meet

customer demand. The decl ine in the EPNG Iinepack during the November 3052,53

51 These two meter points account for about 75 percent of SW Gas' capacity on the Phoenix Lateral.
This issue of well freeze-offs under unusual weather conditions and the subsequent curtailment of

production is not unique to Arizona. while hopefully such events will be rare, they can happen and storage
is the key tool to compensate for such an event. For the U.S. as a whole the classic examples are: (1) the
winter of 1976/1977 and (2) the winter of 1989/1990, when ice flows occurred 12 miles out into the Gulf of
Mexico (i.e., see EPRI, U.S. Natural Gas Industry: Impact of the Winter of 1989/1990 (OCSP-7102),
January 1991).
as Force majeure events have happened in the past in the San Juan basin and very likely will happen again,
although predicting the timing of such future events is nearly impossible. Factors that make the San Juan

52
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event was alarming (i.e., see Exhibit 2-7) and SW Gas because of its 'obligation to

serve' and its inability to fuel switch54 is probably the most sensitive East of California

customer to such a phenomenon. While there are few things sw Gas might do to

mitigate the impact of a future force majeure event, the primary vehicle for protecting

against such circumstances and ensuring SW Gas meets its 'obligation to serve' is to

gain access to market-area storage. while currently no market-area storage exists in

Arizona, it is possible that some market-area storage could be developed in the future.

Since the development of market-area storage likely will be done by third-party

developers because the financial costs may be beyond SW Gas' capabilities, it is

suggested that the Arizona Corporation Commission (ACC) may want to consider the

following items:

• Project Promotion: The ACC may want to consider adopting even more
proactive policies for the development of market-area storage in Arizona than the
policies on this subject have been previously set forth.55 while it is realized that
there are pros and cons to developing such policies, a more proactive position by
ACC is suggested. This could include:

(1) definite pre-approval for the cost-recovery associated with subscribing to
capacity for such projects,

(2) a stipulation the likely increase in costs associated with having access to
market-area is in the best long-term interest of customers (i.e., similar to
an insurance policy to ensure that the 'obligation to serve' is met under
adverse circumstances)5s and

(3) potentially providing incentives for the development of market-area
storage.57 In making these suggestions it is realized that any potential
market-area storage projects must meet two key thresholds, namely that
the storage project is technically sound and that it is financially viable.
Also, it is realized that meeting these two threshold requirements will be a
challenge and that off-the-wall projects that might be proposed by various
promoters are not acceptable.

basin vulnerable to well freeze-offs are (1) the very large number of wells in the basin (i.e., about 35,000 in
total), (2) the fact that many of these wells are condensate rich and (3) it can get very cold in the basin (e.g.,
5 F).
54 Many electric utilities can either directly or indirectly switch to alternative fuels to run their plants, when
gas supplies are curtailed. Direct fuel switching involves the use of distillate to fuel the plant even if just for
a single day,
gras-fired generation.

See "Acc Policy Statement Regarding New Natural Gas Pipeline and Storage Costs" dated December
18, 2003.
56 The ACC could work with East of California customers to establish tolerable bands of cost increases for
such 'insurance policy' projects.
57 The incentives could be recoupable depending upon the success of the project.

while indirect fuel switching involves the use of purchased power on the grid to replace lost
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• Copper Eaqle: while, in general, the ACC cannot be biased towards any
specific market-area storage project, the Copper Eagle site may be an exception
because of the very limited alternatives in Arizona.58 The suggestion is that the
ACC may want to consider either directly or indirectly obtaining an option on the
Copper Eagle site and thoroughly investigating the historical challenges to this
project. Such a thorough and unbiased investigation could establish that the
Copper Eagle site is a viable storage site that has characteristics that are similar
to many, if not most, of the existing storage facilities in the U.S.

While no one likes to dwell on worst case scenarios, the potential consequences of the

combination of inadequate supplies due to a major well freeze-off event and the lack of

access to market-area storage can be significant for the region. In the worst case

sections of the SW Gas system likely would lose pressure, which could cause pilot lights

to go out. Relighting a large number of residential and small commercial pilot lights is a

signif icant undertaking, which could require action by both SW Gas and state

institutions. Similarly, brown outs for electric power could emerge as a result of some

gas-fired electric units not being able to either fuel switch or obtain adequate purchased

power. The region's sensitivity to the latter has increased significantly as a result of the

large amount of gas-fired generation that has been built in Arizona in the recent past.59

With respect to items that could be done in the interim until market-area storage

becomes available, the following should be considered:

• New ACC Policy: Because the natural gas load for electric utilities in Arizona is
large and many of these electric utilities have the ability to fuel switch, particularly
during periods of constrained gas supplies, it is suggested that the ACC actively
pursue developing both a policy and a coordinating committee of industry repre-
sentatives that would promote the swapping of gas supplies during future periods
of curtailed gas supplies. Such a policy would go a long way to ensure that
residential gas demands are meet under such conditions and that the 'obligation
to serve' is meet. There will be cost issues involved in such a policy - for
example, if an LDC receives gas supplies scheduled by an electric utility under
such a crisis mode, the LDC would have to compensate the electric utility at its
cost for an alternative fuel (i.e., distillate and/or purchased power). In addition,
the committee would have to be a 'standing committee' that is capable of
assessing viable alternatives and enacting them quickly once the crisis
conditions emerge. Other regions have had success with such efforts. For
example, historically the state of Texas has had such a 'standing committee' to
respond to well freeze-offs and this committee has had some success in dealing
with such events. Similarly, in the New England region efforts to establish and

se In general, the geology of Arizona significantly limits the potential sites for developing storage.
59 During the winter of 1989/1990 interstate pipelines were forced to curtail firm transportation and there
were rolling blackouts among some electric utilities. See EPRI, U.S. Natural Gas industry: Impact of the
Winter of 1989/1990 (OSCP-7102), January 1991 .
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encourage coordination between LDCs and electric utilities has had some
$u00e$$_60

• Diversify Supplies: It is recommended that SW Gas carefully track the
likelihood of LNG imports entering the Southwest gas market'81 and consider
gaining access to such supplies, in an effort to diversify its gas supplies and
reduce its dependence on San Juan basin gas supplies. Any such effort should
be evaluated carefully as there are cost issues involved with obtaining such
supplies, as well as infrastructure issues. Concerning the latter, these LNG
imports likely will be transported via the Baja pipeline to Erhenberg, which over
time likely will make Erhenberg a liquid point for these gas supplies. However,
SW Gas will still have to work with EPNG to obtain back haul capacity and a
reasonable rate for such capacity.

RUMMS

while the subject of refunds is discussed more fully elsewhere in this report, it is noted

briefly noted here for completeness. As illustrated in Exhibit 2-1, during the audit period

SW Gas did incur $3.3MM in additional charges and penalties. However, SW Gas also

received $1t.2MM in refunds during 2007 (i.e., see Exhibit 2-11) of which approximately

$1.9MM represents refunds of additional charges and penalties.62 As previously noted,

obtaining these refunds for the various additional charges and penalties required a

considerable proactive effort by sw Gas.

TiHl|ul|'wfl*U0w 4lMhl1N118113

During the audit period, SW Gas provided service to between 80 and 100 transportation

only customers (i.e., SW Gas' T-1 tariff). These transportation customers, which receive

supply at about 200 sw Gas meters and are primarily industrial firms, are supposed to

arrange for their own gas supplies and interstate gas transportation capacity to the

appropriate sw Gas city gate or tap and then pay SW Gas a fee for transporting the gas

on its system. This concept emerged during a period in the industry when it was thought

that this option for industrial customers would promote flexibility in obtaining gas supplies

and thus, aid in reducing the overall costs of end user gas supplies. while the merits of

this concept may have been sound during the 'full requirements' era for the EPNG

so See EPRI,Natural Gas and Electric Industry Coordination in New England (TR-102948), November 1993.
61 The Energia Costa Azul degasification project (i.e., one BCFD) is under construction and scheduled to
come online about March 2008. in addition, the projects developers have contracted for LNG supplies with
Indonesia's Tangguh facility (i.e., online 2008 and 2009) and Russia's Sahkalin Island project (i.e., online in
2008 and 2009). Supplies for the latter likely will be replaced by LNG supplies from Australia's Gorgon
facility once it comes online (i.e., estimated to be 2012 or 2013). Only a portion of these LNG supplies will
be transported to the U.S., as some LNG supply will be consumed within Mexico.
62 The $1 .HMM figure includes an estimated allocation of interest of $132,000.
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Category

2006 EPNG
Settlement

Refund ($o00)

2007 EPNG
Settlement

Refund ($000)
Total
($000)

Reservation Charges
Daily Volume Penalty
IHSW Charges
Unauthorized Daily Overrun Penalty
Unauthorized Hourly Overrun Penalty
Usage Charges
Scheduling Penalty
MDO/MHO Penalty

Creditslzl
Interest

$4,667
$237

$83
$69
$1

$66
$2

$44
($33)
$532

$4,016
$967
$138
$79

$111
$36
$40

($37)
($91 )
$259

$8,703
$1 ,204

$221
$148
$112
$102
$42
$7

($124)
$791

Total (3)$5,689 (3)$5,519 (3)$11,208

Exhibit 2-11. EPNG Refunds To SW Gas For Arizona Operationsm

(1) Also, there were $1 .HMM in refunds associated with SW Gas' Nevada and California operations.

(2) Credits include demand charge and capacity release credits.

(3) Figures may not add due to rounding.

pipeline, they create a number of problems under the new EPNG tariff. Among these

problems is that variances in even hourly gas loads for these transportation only

customers can result in additional penalties for SW Gas. while the additional charges

and penalties attributable to these transportation only customers should be allocated

back to them,63 such a tracking system takes considerable effort. While the basic

components of this concept already have been addressed by SW Gas,64 it appears that

overall this concept may not have been SW Gas' highest priority in light of all the other

items to which SW Gas management had to adapt as a result of the new EPNG tariff.

while no LDC likes to irritate its customers, going forward it is recommended that SW

Gas become much firmer with these transportation only customers and require detailed

documentation of both gas supply contracts and interstate capacity contracts, even if

merely interruptible capacity contracts. in addition, SW Gas should increase its

capability to monitor hourly gas flows for these customers°5 and allocate EPNG penalties

63 One example emerges from the $2.1MM of penalties incurred by SW Gas on November 30, 2006 as a
result of the force majeure event. Approximately $121 ,000, or six percent, of these penalties were the result
Qr actions by transportation only customers. See Larry Black memorandum dated January 30, 2007.

. See ACC Docket No. G-01551A_06;0746 Decision No. 69668.
65 There likely will be cost-benefit tradeoffs for some of these customers, as the cost to monitor their gas
flows may exceed the benefit of tracking them. This is a judgment call that should be left up to SW Gas
management.
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resulting from any variance in gas flows caused by these customers. This type of

compliance enforcement likely will be an irritant to some transportation only customers,66

but under the new EPNG tariff it has become a necessity - otherwise the remaining SW

Gas customers will be unfairly charged for the actions of others.

While SW Gas has accomplished some of the above items for some transportation only

customers, in the future it needs to push forward for 100 percent compliance of the

above items. It is realized this more aggressive compliance approach likely will cause

some transportation only customers to return to being regular SW Gas customers, as

there is considerable effort required on their part to be fully responsible for all aspects of

gas supply, except for the final transportation element on a Loc.

66 In hindsight some of these transportation only customers may have, in essence, received a free ride with
respect to obtaining their own gas supplies, because of the lack of enforcement by SW Gas. The transition
for these types of transportation only customers may be very difficult and potentially costly.
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GAS PRDCUREMENT

0vemew
This section of the report examines:

(1) Southwest Gas' gas procurement strategies and conclusions about their
effectiveness,

(2) the resulting gas prices and their prudence,

(3) Southwest's internal procurement policies and procedures along with a number
of management recommendations for improvement,

(4) an audit of the quantities and volumes of the Monthly Bank Balance Statements
versus the ATs' amounts, and

(5) an audit of selected transactions vis-a-vis Southwest Gas' policies and
procedures along with a number of management recommendations.

One of EVA's core analysis methodologies was based on a bottom-up evaluation of the

transaction data of the GTS system. GTS breaks out each and every unique supplier

contract at the daily level of the audit period (totaling more than 19,300 line items) for

volumes scheduled by Southwest's gas buyers. Many of the exhibits include the

subtitle, "Based on Audit of Transaction Data", and subsequently this refers to EVA's

analyses of the GTS database.

1 Gas Transaction System is Southwest Gas' internal deal capture system.
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In addition, Southwest's internal documents were reviewed. Onsite meetings occurred

over three days in mid-January 2008 including monitoring of the next-day gas

acquisition, nominating and scheduling processes on EI Paso Pipeline, as well as

various follow-up teleconference calls and further data requests. The selection of

specific transactions that were audited is discussed in that f inal section. EVA

conclusions and recommendations are summarized in the Executive Summary.

Gas Supply Strategy
EVA believes that Southwest Gas' gas supply strategies were prudent and reasonable

during the audit period covering September 2004 through April 2007. The key elements

of Southwest Gas' portfolio supply strategy have essentially remained the same since

the testimony of William Gehlen to the Arizona Corporation Commission (Acc) on July

26, 2005 covering the period September 2003 through August 2004, and as described in

a report by Ralph E. Miller submitted by Southwest Gas to the ACC in July 2006. The

three key elements of Southwest Gas' supply strategy can be summarized as:

• Arizona Price Stability Purchases (APSP): The APSP is caseload fixed priced
gas purchased in the months proceeding the November through March high
demand season. Southwest Gas attempts to meet 100% of expected minimum
load for next winter with this type of gas and about 50% of total annual supply.
The objectives of the APSP are to pay more for firmness of supply and stability of
price. The audit found that APSP gas was purchased from 3 to 23 months
forwards of the physical flow month. The majority of gas is purchased from two
San Juan Basin receipt points - Bondad Station and Blanco - since San Juan in
theory tends to be lower priced than Permian.

• Index, or Term, Purchases: This element of the gas supply portfolio stands
ready to meet variable and unpredictable load. It is also mostly firm supply with
swing volumes and prices that float on published indices to be used for peaking
demand. Supply is diversified by adding delivery receipt points at Permian
Keystone and f inally at Waha (being the most expensive traditionally).
Southwest Gas models warm, normal, and cold temperature scenarios for the
load forecast and includes scenarios that prepare for the all-time peaks.

• Spot and interruptible Purchases: This element includes spot purchases for
the next day or short time Windows and includes interruptible gas that is relied
heavily upon during the summer months. The summer months are the lowest
demand season for Southwest's customers and there is high probability that the
interruptible gas will not be cut during the summer. Also if interrupted during the
summer, replacement supply is typically easily available from the marketplace.

2 More discussion of this practice follows in the Policies and Procedures section
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Exhibit 3-1 summarizes Southwest's use of the three supply elements during the entire

audit period. Southwest did follow gas supply strategies that were similar to both its

intended strategies and to past strategies, as stated in various Southwest documents

submitted to the Commission. The total scheduled volumes of 173.696.102 mmBtu

were based about 58% on fixed price supply, about 20% on floating index price supply

and 22.5% on spot/interruptible purchases over the entire audit period. The resulting

value of $1,132,941,000 was about 58% on fixed price supply, about 21% on floating

index price supply, and more than 21% on spot supply. Southwest gas supplied and

diversified its gas portfolio from the potentially least expensive gas receipt points with

% of the volume from the San Juan Basin, 8% of supply from the Permian Basin, and

4% from Waha

Exhibit 3-1. Summary Of Gas Supply Portfolio, September 2004-April 2007
(Based on Audit of Transaction Data)

Southwest's heavy reliance on the APSP as the largest component of its portfolio supply

strategy appears prudent to compensate for its lack of access to storage capacity, a

critical tool that most LDCs use to manage volatility and meet seasonal demand

Market-area storage is the key infrastructure component that achieves balancing

between sudden load and pipeline flow changes, and other exogenous events such as

pipeline problems or supply force majeure. While there is a wide range of practices

among utilities, one study showed that U.S. LDCs purchase forward caseload supply to

meet some 60-80% of their current year load requirements and also use forward supply

to meet between 15-30% of their next year's requirement." SWG's policies prohibiting

National Rural Electric Cooperative Association, 2002. Strategic Fuel Supply Guide, Project 01-39
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IndexI Fixed \Q Spot

the outright sale of excess gas to third parties also prevents any greater reliance on the

fixed price caseload element.

Southwest's use of the other two supply elements is an attempt to diversify its supply

portfolio sufficiently with inverse characteristics than the firm caseload characteristics

The term or index purchases are essentially options that give SWG the right but not the

obligation to call on firm gas supply for a very small premium over index of up to several

cents per mmBtu. Likewise the use of spot gas and interruptible gas helps Southwest

diversify its supply portfolio with elements that can be tapped when the economics are

attractive. These three elements appear to have served SW Gas well to meet its

commitment to serve its regulatory load.

Exhibit 3-2 shows the results of SW Gas' supply strategy during the audit period as

actual purchases by supply element varied seasonally and monthly. APSP fixed price

supply varied from 47 to 84% of the total during the winter months of November through

March, and fell to 28 to 67% of the total portfolio during the shoulder and summer

Exhibit 3-2. Composition Of Gas Supply Portfolio
(Based on Audit of Transaction Data)
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Winter
Nov-Mar

Volume (mmBtu)
Simple Average of Winter Months

Fixed Index Spot
6%

12%
8%

69%
58%
65%

25%
30%
27%

2004/05
2005/06
2006/07

38,005,857
37,446,825
41 ,606,209

months of April through October. Index gas was purchased only during November

through March satisfying 8 to 43% of monthly winter needs. The spot element, that

includes interruptible purchases, was relied upon in -all months of the year and ranged

from 2% to 20% of the total during November through March, versus 32 to 75% of the

total during April through October.

Analysis between calendar years, or SW Gas' conventional gas years from November

through October, is somewhat limited because the audit period contains only two

complete calendar years or sw Gas years (November-October), three complete winters,

and two complete summers. Therefore EVA comparisons are limited to between the

seasons and between the months throughout the audit period.

Exhibit 3-3 compares the three winters of the audit period. Load increased substantially

during the 2006/07 winter to its highest level of the audit period, suggesting cool

temperatures, and conversely warm temperatures in 2005/06. Simple averages across

the five winter months show inherent variability between years due to weather and also

reflect management decisions during the planning periods.

Exhibit 3-3. Composition of Supply Portfolio During Winter Seasons
(Based on Audit of Transaction Data)

Variations occur in the composition of the supply portfolio at the monthly level. During

the core summer months, the contribution of spot and interruptible gas holds fairly

steady, in the absence of winter heating load. The contribution of caseload gas to the

core summer months, June-August, is also fairly steady. Sharper differences emerge

between the winter months that are driven largely by the divergences of actual heating

degree days from normal heating degree days. As an example, in November 2006 the

contribution of fixed price caseload gas was unusually high at 84% of total requirements
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Normal Actual % of Norm
NOv-06
Dec-06
Jan-07

37%
101%
113%

48
322
363

129
318
322

but contributed only 47% of total requirements in January 2007. Exhibit 3-4 shows

heating degree days for Phoenix for the first three months of the 2006/2007 winter. The

heating degree day data shows that November 2006 was fairly warm at only 37% of

normal heating degree days, whereas January 2007 was 13% colder than normal for

Phoenix.4

Exhibit 3-4. Heating Degree Days For Phoenix, AZ

Sou ice: NOANNWS

Exhibit 3-5 shows the detail of the supply portfolio at the monthly level. Such variation

between winter months also testifies to the difficulty of matching caseload supply to a

load forecast produced some four to six months earlier, and in absence of a full

requirements contract. The largest load swing variation between the 32 months of the

audit period is measured between August 2006 and January 2007 from 4,151,768 to

12,139,138 mmBtu, a swing of 9,423,624 mmBtu or almost 4.5 times. This difference

from low to high also represents 15% of annual 2006 consumption of 62,438,087

mmBtu.

Day-to-day variability can also be severe. Late November and early December 2006 are

of particular interest due to the supplier force majeure events resulting from the gas

production well freeze-offs, as discussed in Chapter 2. On November 30, 2006, SW Gas

load spiked upward by some 238,440 mmBtu to 488,395 mmBtu5 when compared to the

prior day's scheduled volume (including the load forecasting shortfall/error of some

108,000 mmBtu). Transactional data in GTS, and summarized in Exhibit 3-6, show that

for November 30, total scheduled gas to Southwest increased by 56,458 mmBtu versus

the prior day, based on scheduled caseload supply falling 19,696 mmBtu, scheduled

swing gas rising 61,927 mmBtu, and scheduled spot gas rising 14,227 mmBtu (for

Cycles 1 through 4). These numbers above suggest that higher pipeline receipts only

4 Phoenix was chosen as an example since it represents about 80% of Southwest's jurisdictional load in
Arizona.
5 January 30, 2007 memo of Larry Black estimates November 30 load at 488,395 mmBtu and is compared
to GTS scheduled volume of 249,955 mmBtu, hence EVA's phraseology for the daily load swing of "some".
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Composition of Volume
Fixed IndexDate

Total Val ue
l$1 o00si

Total Volu me
(mm Btu) Spot

Exhibit 3-5. Monthly Detail Of Supply Portfolio
(Based on Audit of Transaction Data)

met 24% of Southwest's day-to-day load spikes despite nominations that totaled some

417,000 mmBtu during Cycles 1-4 for November 307. One fortunate factor for SW Gas

is that this event occurred on the last day of November, with higher amounts of caseload

gas scheduled to kick-in on day two of the event since the new gas month of December

had significantly higher volumes of planned caseload gas. El Paso allows its shippers to

e Versus the prior day, this November 30th calculation assumes increased scheduled volume of 56,458
mmBtu against increased load of 238,440 mmBtu.
7 Internal memo of Larry Black from January 30, 2007. This memo also states that Southwest increased its
total nominated volumes for Cycle 3 by 50,000 mmBtu and by for Cycle 4 by 70,000 mmBtu. GTS only
shows scheduled, not nominated or actual received volumes.
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IndexVolume
204,564
249,955
306,413
291 ,744
365,992
379,306
421,932

Flow Date
11/28/2006
11/29/2006
11/30/2006
12/1/2006
12/2/2006
12/3/2006
12/4/2006

pot
47,684
73,385
87,612
77,254

145,422
157,831
219, 106

Fixed
146,880
146,570
126,874
175,855
181,350
181,734
183,325

10,000
30,000
91,927
38,635
39,220
39,741
19,501

MinMaxMean Std. Dev.

4.251.02 8.256.35Southwest Gas Portfolio

10.90
11.03
10.92

1.47
1.55
1.49

4.26
4.35
4.53

6.38
6.59
6.65

San Juan - Daily Index
Permian - Daily Index
Waha - Daily Index

1.49
1.47

6.26
6.44

3.43
3.57

San Juan - FOM Index
Permian - FOM Index

10.82
10.75

make-up the previous month's shortfall during the first ten days of the next month, and

Southwest attempted to minimize November's shortfall as seen by the higher scheduled

volumes through December 4.

Exhibit 3-6. Scheduled Gas Supply During The 2006 Force Majeure Event
(Based on Audit of Transaction Data, mmBtu)

Gas Pllclng
SW Gas' procurement strategies were effective at providing price stability - one of the

two main objectives of the Arizona Price Stabilization Plan. EVA also concluded, based

on the analysis of all of SW Gas' natural gas supply transactions during the audit period

September 2004 through April 2007, that transactions executed and prices paid were

reasonable and prudent. Exhibit 3-7 shows that SW Gas' procurement strategies

produced a mean average cost of gas that was similar to the market price of gas, when

measured against the entire audit period.

Exhibit 3-7. Summary Of Prices, September 2004-April 2007
(Based on Audit of Transaction Data)
$/mmBtu

Source: Platts Inside FERC's Gas Market Report for daily and first of month indexes.

Energy Ventures Analysis, Inc. 3-8 sw Gas Rate Case
Docket No. G-01551A-07-0504



---FixedFWIPbWWMM

IndexSpot

The similarity of Southwest's price to market price, within pennies when measured over

the entire period, is a result of their supply strategies discussed above. Also, SW Gas'

diversity to a large number of suppliers also helps ensure access to competitive prices.

The APSP element provided price protection to SW Gas customers during the strong

natural gas rally of 2004 and 2005, while the index and spot/interruptible elements were

priced closer to prevailing market values as seen in Exhibit 3-8. In addition to meeting

highly variable loads, the index and spot gas also benefited consumers as gas market

prices dropped. Because their contract values are based on floating monthly or daily

price indices, or bilateral daily transactions, their prices are naturally close to market,

and hence allowed Southwest customers to participate as the market price declined in

2006 and 2007. Exhibit 3-8 also shows that Southwest's full portfolio price during any

one month will typically lie between the lagging fixed element and the floating prices of

the index and spot elements. As expected, the fixed price element of the portfolio was

very low in the first half of the audit period as market prices climbed, and then continued

to climb in the second half of the audit period keeping the fixed price element high until

all of the $8 to $11/mmBtu gas was able to roll off, up to some 23 months after index

prices peaked.

Exhibit 3-8. Average Weighted Monthly Prices By Portfolio Element
(Based on Audit of Transaction Data)
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-*"'Southwest Gas Portfolio

San Juan-Daily Index

_  - San Juan-FOM Index

Exhibit 3-9 compares the average monthly values of Southwest's full portfolio to the

published San Juan indices for first of month settlement (resulting from bid week) and to

daily settlement during the audit period. For this illustration, San Juan was selected

since it represented 88% of the total gas volume during the audit period. As expected

and consistent with the above discussion about supply strategy, Southwest's weighted

price was below or near market indices during the first half of the audit period. (Note:

The other 12% typically based on Permian and Waha receipt points would have a

tendency to pull up the SW Gas price versus the San Juan price.) Also as expected,

Southwest's weighted price was higher than the San Juan price indices during the

second half of the audit period.

Exhibit 3-9. Price Comparison
(Based on Audit of Transaction Data)
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SW Gas' procurement strategies were also effective at reducing price volatility - the

second main objective of the Arizona Price Stabilization Plan. Exhibit 3-7 referenced

formerly, shows that SW Gas achieved a significantly smaller standard deviation around
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the mean average price when compared to market indices during the audit period. One

standard deviation measures $1.02/mmBtu for the Southwest portfolio, compared to

$1.47-$1.55/mmBtu for the published market indices. This is a significant reduction in

volatility of 30-31%, as measured by standard deviation. Exhibit 3-10 shows the

seasonal price deviations compared to the mean average price of the audit period. As

expected, winters tend to be above the mean average price of the portfolio, while

summers and shoulder months tend to fall below the mean average price of the portfolio.

Exhibit 3-10. Monthly Price Change From Mean Average Price
(Based on Audit of Transaction Data)
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Exhibit 3-11 also shows the monthly change in price compared to the prior month. in

almost all cases, Southwest's results shows lower price volatility compared to the market

price indices.

The price indices used by SW Gas in setting their natural gas purchase prices are

standard industry indexes with good market liquidity. The published price indexes used

in SW Gas transactions are believed to be limited to:
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• Gas Daily, El Paso San Juan Basin

Gas Daily, EI Paso Permian

Gas Daily, El Paso Bondad

Gas Daily, Waha

Inside FERC, First of Month, EI Paso San Juan Basin

Inside FERC, First of Month, El Paso Permian

Exhibit 3-11 . Monthly Price Change From Prior Month
(Based on Audit of Transaction Data)
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Exhibits 3-12 and 3-13 illustrate the number of discrete transactions and the related

underlying volume of gas tracked during bid week and used by Platt's Inside FERC Gas

Market Report to set its First of Month published price indices for the San Juan Basin

and Permian Basin. A substantial analysis of market liquidity might be required if SW

Gas was going to accept an index price for all, or a larger percentage, of its gas supply

portfolio.
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Exhibit 3-12. Volume Of Bid Week Gas Included In Published FOM Indices

Exhibit 3-13. Number Of Deals Included In Published FOM Indices
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Platt's Inside FERC Gas Market Report and Gas Daily are bellwether industry

publications and many U.S. physical transactions are based upon them. The cash

indices mentioned above, as well as most U.S. natural gas cash pricing, are to some

degree influenced by NYMEX prices, regardless of whether one is directly participating

in NYMEX markets or not. The starting point for virtually all U.S. gas pricing is the

NYMEX Henry Hub delivery location (and all related look-a-like OTC markets such as

lCE).8 Virtually all U.S. prices are composed of NYMEX Henry Hub, plus or minus a

basis price differential. Forward price curves are built off this concept as well. Because

of this phenomenon, market participants constantly watch changes in the NYMEX Henry

Hub values which tend to inform and influence their decisions about the market

fundamentals and the general state of participation by the different types of market

participants (for instance, speculators versus hedgers).

SW Gas' internal policies allow it to transact fixed priced gas at either one single value or

in two separate components, NYMEX and basis to be locked at different times. EVA's

opinion is that because the NYMEX component is already embedded (directly and

indirectly) into a company's gas purchases, it is sometimes best to assert control over

that pricing component if trying to meet a specific objective, rather than to be at the whim

of market forces. Stated in other words, EVA is not concerned that SW Gas may rely on

NYMEX based pricing, as this is the leading price benchmark of the U.S. industry, and it

cannot be avoided. NYMEX prices indirectly influence all gas prices, thus having the

option of control over it, is preferable, to having no control.

Manipulation of U.S. published gas market price indices and manipulation of gas

markets has been under intense scrutiny, particularly from activities of 2000 through

2006. Some of the more notable cases have involved companies such as Amaranth and

El Paso Energy. The relevant contracts involved some of the most liquid price indices in

the natural gas industry, including NYMEX and ICE contracts based on a liquid Henry

Hub reference delivery point. while such events may be characterized as unfortunate,

the silver lining, if any, is that today there is greater market oversight and enforcement of

the natural gas markets by both the FERC and the CFTC. It is EVA's belief that this

stepped up enforcement will help to minimize potential future abuse of natural gas

8 Intercontinental Exchange
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markets and pricing indices. Many gas utilities and other industry participants are price

takers and need to rely on published indices as representations of competitive

commodity markets. It is in the best interest of all participants for all pricing points to

have reliable and valid published price indices.

In reality, any of the published price indices can be subject to potential abuse if an

individual, or set of individuals, are intent on pursuing an unfair advantage in the

marketplace. Theoretically, higher liquidity (greater number of transactions reported,

higher volume coverage, and participation by a larger number of companies), helps

protect price indices against potential market manipulation. An annual review by SW

Gas of its counterparties may indirectly help to address some of this concern, along with

monitoring of and vigilance over the liquidity of the price indices it uses.

A final and controversial subject is the potential requirement to report transactions and

deal information to industry publications for inclusion in published price indexes. As

stated previously, EVA believes that is to the benefit of all market participants (including

utility rate payers) to have reliable and valid published indices based on truly competitive

market forces. To EVA's knowledge, SW Gas currently does not report pricing

information to industry publications. Contributing their specific company information

would increase liquidity for the indices that concern SW Gas and be likely to have the

impact of increasing the reliability of the published indices. The desired ideal standard is

for all companies to participate to create a highly competitive marketplace.

However EVA also strongly feels that each company must be responsible to determine

its own comfort level and ascertain its risks and rewards before participating in the

sharing of its confidential information. Participation is not a trivial matter in today's

litigious world.

If SW Gas decided to participate, it would need to ensure that its associated processes

were sufficiently well-designed to the minimize risks associated with this process. One

of the recommended requirements would be to create complete independence between

the personnel and functions that report deals to publications from the personnel and

functions that procure gas. For instance reporting could be done from the Accounting

Department or Risk Management Department. It should be noted there is an associated
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administrative burden and cost to such reporting. Southwest's current Code of Business

Conduct & Ethics require that "media inquiries must be referred to the Corporate or

Division Communications Departments." There is also a potential conflict of interest if

any 'trading' occurs inside a utility procurement shop, which is not the case for SW Gas.

Likewise if gas buyers' bonuses are based on beating published indices (and buyers are

responsible to also report data to publications), incentives to 'distort' reality could exist.

All of the positions in Southwest's gas purchasing and transportation department were

reported as 'salary only' positions

There are other complexities to consider on this topic. For instance, the 50% of so of the

total volume that Southwest purchases for the APSP program does not have a natural

publication to report into, since these are purchases made in the forward markets, out

one to two years in the future, and are classified as over-the-counter deals that are more

illiquid the farther one goes into the future. The trade publications discussed above tend

to focus on next month (bid week) and next day (daily) markets. The most popular

electronic venue that reports the more illiquid over-the-counter deals is the ICE. sw

Gas participates on the ICE, particularly for its spot gas purchases for next day and next

month. The ICE has the benefit of increasing workplace efficiency regarding price

discovery and facilitating quick execution of transactions, with high liquidity for the short

term markets. It is an essential tool for today's gas buyers. One primary question is

whether SW Gas would report 100% of its transactions, or only those transactions that

have relevance to the daily and monthly index publications.

If the ACC decided to require Arizona regulated gas utilities to participate in the reporting

of transaction data to publications, for fairness reasons and to level the playing field, it

would be important to also require regulated electric utilities to report as well.

Unilaterally ordering gas utilities to report could be discriminatory. Any decision by the

Acc to report could also have unintended consequences, and thus would need to be

carefully examined before mandating participation.

Pollcles And Procedures
EVA found that many of SW Gas company policies, procedures, and strategies are

insufficiently documented in official company documents. While the concepts embedded

9 EVA email discussions with senior management of Southwest Gas dated March 4, 2007.

Energy VenturesAnalysis, Inc. 3_16 SW Gas Rate Case
DocketNo. G-01551A-07-0504



in SW Gas' policies, procedures, and strategies appear reasonable and prudent,

curiously one must tend to go to the documents submitted by SW Gas to the Arizona

Corporation Commission to find the most complete picture of company policies,

procedures, and strategies. In addition, some policies, procedures, and strategies fall

short in certain areas by their lack of documented official position on certain subjects.

Best Practices require that policies and procedures are contained in, say, one or two

company documents with sufficient detail such that new employees could read and

immediately perform the bulk of their work. The Annual Gas Procurement Plan (Section

A) submitted in December of each year to the ACC is probably the most comprehensive

discussion of Southwest's gas supply policy, outside of external consultant's reports."°

However, only one paragraph (the first paragraph) discusses SW Gas' supply strategy.

The remainder of the Section A (another 4.5 pages) discusses SW Gas' acquisition

procedures. Another good discussion of Southwest procedures is found in Department

and Staff Responsibilities, PoMolio Selection Procedures" originally created for

submission to the ACC. while containing valuable information, these documents still fall

short in several areas as noted under the recommendations. These recommendations

take on elevated importance and urgency given SW Gas's expected execution of its first-

ever financial derivative hedge in 2008. (It should be noted that EVA did not review any

of the policies and procedures associated with financial derivative hedging.)

EVA recommends that Southwest clarify all company policies and procedures in internal

company documents to be reviewed, at least annually, for use by both employees and

decision makers. Company employees should acknowledge acceptance by signing the

policies each year. EVA's recommendation is to supplement current policies and include

discussion on the following types of topics:

1. Consolidate all strategies, policies, and procedures into a minimal number of
documents with sufficient detail such that new employees could read and
immediately perform the bulk of their work.

2. Clarify the APSP supply element by documenting required timing and volumes
for the next one or two years forward. This is important because these are long-
term fixed price purchases that have repercussions to the gas supply portfolio for
several years. The 2007 Arizona Annual Gas Procurement Plan submitted to the

10 2004 through 2007 versions were reviewed
11 Docket No. G-01551A-07_0504, Data Request STF 4.25.
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ACC contains the most detail description of the APSP such that "Southwest
conducts solicitations from November through August every three to six weeks"

"for the upcoming portfolio year and up to one year beyond that year" "and
may include bid requests for one or more of the three portfolio years." Senior
management noted that this element was intended to be "programmatic," yet
there is no calendar showing potential dates or quantities to be purchased in the
year or quarter ahead. Verbally Southwest explained that its intention was to
purchase about 40% of the next year's supply in the twelve months preceding
physical flow, and another 10% in the two years preceding physical flow for a
total of about 50%. That would be about 2% to 5% in each transaction, with
some 4 transactions during the thirteen to twenty-four months before physical
flow and another 10 purchases made during the last 12 months before physical
flow. Truly successful dollar cost averaging relies on programmatic dates and
volumes that are known and planned. Some companies have found the use of
living appendices (to the annual company policies) helpful to update forward time
Windows and volume ranges that may change frequently. If there is uncertainty,
then Windows of time and ranges of volume or duration can be established
instead. This approach also has the benefit of allowing a record of results and
allows documentation of reasons for any deviation from the plan which in the
long run improves the quality of the internal and external audit trail(s) and makes
it easier for a company to assert and prove that their hedging programs have
been prudent.

3. During the onsite interviews of mid-January 2008, it was noted that lately much of
the APSP gas was entirely fixed at the time of initial purchase, that is, no price
components were left floating to be locked-down at a later date. SW Gas policies
allow management to use their judgment on this issue. EVA agrees that this
preference is best left to the judgment of SW Gas management and their experts.
Still EVA has several comments about this topic.

a) If SW Gas uses its best judgment, to be certain, there will be outcomes that
"win" some years and other outcomes that "lose" in other years. One's best
judgment is not always correct, and thus, should not be expected to always
be correct.

b) A truly programmatic hedge involves always being a price taker (without
reserving judgment) over a relatively long stretch of time that allows dollar
cost averaging to occur effectively.

c) A hybrid of the two above strategies is acceptable, but the precise strategy
should be recognized and declared in company policies and procedures to
guide employees and decision makers, as well as the ACC's oversight.

4. On a daily basis, transactions executed by Southwest gas buyers bind the
company as they purchase gas from various suppliers. During interviews,
Southwest management explained that prior to each flow month, the Supply
Planning Department provides gas buyers with a monthly plan, Arizona Dispatch
Guidelines, that outlines all firm purchase contracts sorted in order of economic
dispatch to be utilized for the upcoming flow month. These documents were
viewed by EVA. In EVA's view, this document basically acts as the buyers' limits
and authorization to execute and meet the forecasted daily demand requirement.
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It is a sound process, however no mention of this document or process was
found in any company policy or procedure. This process should be included in
the description of the buyers' formal procedures

5. During interviews, it was noted out that SW Gas has a company policy of never
selling excess gas to third parties, for various regulatory and legal reasons that
have roots in both FERC, as well as FAS, regulations due to potential negative
repercussions as perceived by the company. However it is impossible for any
LDC to perfectly predict load for each day and every hour. Additionally since SW
Gas has no storage capacity to flow its excess gas and because it potentially
faces high EI Paso Pipeline charges and/or penalties for pipeline imbalances
SW Gas needs to have an internal mechanism to balance its occasional excess
gas. SW Gas uses the concept of 'unbudging' to help optimize its portfolio and
minimize cost. In such circumstances, a SW Gas buyer instructs the original
supplier of the gas not to deliver gas that it had previously purchased, and to
charge SW Gas accordingly. Such 'unbudging' transactions, or turning back of
gas, then lead to liquidated damages per contract terms (some true-up or true
down to current market between SW Gas and the supplier) and possibly a small
additional or negotiated charge. 'Un-buying' practices may have accounting
repercussions where SW Gas must mark-to-market any 'in-bought' gas if it was
originally based on firm fixed priced contracts. For this reason, SW Gas has a
policy of turning back index priced gas first, and second turning back fixed priced
gas, if necessary. These company policies, as well as the reasons for the
policies, should be reevaluated, and then explicitly documented in official
company policies and procedures

ttempaltsen of Monthly Bank Balance Statements And GTS
For gas commodity charges, a comparison was made between all GTS transactions and

the Monthly Bank Balance Statements filed with the ACC. Exhibit 3-14 tabulates the

differences for monthly volumes and values. The monthly difference is expressed as

Monthly Bank Balance Statement minus the GTS transactional values. The differences

can be attributed to items that are not captured in the GTS system: (a) liquidated

damages per contract terms, (b) commodity demand charges, (c) balancing cash-outs

to/from El Paso Natural Gas Pipeline, (d) gas related to Dacott Industries that delivers on

Transwestern, and (e) prior period corrections. A positive difference is read such that

SW Gas must pay this additional amount over and above the gas commodity charges

captured in the GTS system. A negative difference is a credit
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Value Volume
(mmBtu )

Exhibit 3-14 Difference Of Monthly Bank Balance Statements Minus GTS
Data

EVA evaluated these differences for reasonableness." Only the differences for January

2007 appeared somewhat extraordinary representing 1.9% of GTS volumes and 2.3% of

GTS values. As previously noted, heating degree days for Phoenix during January 2007

were 13% above normal. Southwest's purchased gas expenses were the largest of the

audit period for January 2007 at $90.2 million for load of 12,368,219 mmBtu.

Further analysis of January 2007 showed that 97% of the total volume was due to item

(c) above, balancing cash-outs payments made to EPNG. For January 2007, Southwest

was forced to pay EI Paso 221,845 mmBtu, or $1 .85 million, to bring the gas commodity

imbalance down to 5%. EPNG requires monthly imbalances in excess of 5% to be

12 Of the 32 months, difference was 0.1% for 27 months and 0.2%-0.4% for four months.
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cashed-out and reduced to the 5% level in the first month of the imbalance, with the

remainder rolled forward to the second month when EPNG requires that the imbalance

is reduced to 13%, and finally reduced to 0% in the third month of its existence. Each

month is tracked separately by EPNG, and prior and next months are not rolled into

administration of each current month's requirement.

If load was forecasted correctly, SW Gas would still have had to purchase this gas from

a third party supplier. Instead SW Gas was forced to purchase this gas from El Paso,

which did charge a premium over market. The average price paid to El Paso is

estimated by EVA at $8.327/mmBtu, compared to the highest Daily or First of Month

published market index of $6.42 (Daily Waha), calculating to a premium of some

$423,054 to bring the imbalance down to 5%.

Several factors should prevent this situation from occurring again. A repeat of such a

large cash-out penalty in the future might be very well be viewed as imprudent given SW

Gas' climb up the learning curve since the introduction and implementation of El Paso's

new tariffs during 2006 and 2007. EVA would expect the following (and subsequent)

items to prevent a repeat of such a large cash-out from occurring, particularly:

a) Proactive improvements to the quality and accuracy of SW Gas' load
forecasts.

o
b) Changes to treatment of SW Gas T-1 customers.

Changes to SW Gas's tariff that now allow pass-through of EPNG
charges to T-1 customers, if caused by T-1 customers.
Addition of Firefly meters to SW Gas T-1 customers.
implementation of EVA recommendations to tighten controls around
T-1 customers to monitor existence of their proper and independent
supply contracts (per EVA recommendation in Chapter 2).

O

O

c) Changes to EI Paso's tariff that subsequently calculated the required monthly
cash-out compared to the month's total scheduled volumes on all
transportation contracts, versus formerly calculating the cash-out compared
to volumes scheduled only on the "NAESB Swing" designated transportation
contracts. FERC approved of this all-party settlement in January 2007 but
did not approve the change until March 2007. SW Gas' January 2007
imbalance would have only totaled to about 3% instead of 13% if FERC
approval was implemented for January 2007.13

13 Various email discussions between EVA and SWG dated March 3rd through March 6
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In addition to the above as opportunities arise, EVA recommends that SW Gas continue

to press EPNG to improve its quality of 'real time' load estimates that it broadcasts to

shippers via EPNG's Electronic Bulletin Board.

Audlt of Selected Transactlons
EVA analyzed whether SW Gas followed its policies and procedures based on an audit

of selected transactions.'4 EVA believes that overall SW Gas did a good job of following

its policies and procedures. EVA's management recommendations for improvement are:

1. Ensure all confirmations with gas suppliers, also known as Exhibit A, include deal
transaction dates. Many inadvertently noted the transaction date at the top of the
confirmation as the first physical flow date instead of the actual deal date.

2. Ensure all confirmations with suppliers, also known as Exhibit A, include dates of
the internal approval next to authorized signature. The VP of Gas Procurement's
signature was sometimes present without the date of authorization.

3. Considerably shorten the time lapsed between deal execution and deal
confirmation with gas supplier. Some of the audited transactions show lapses of
up to three and four months between execution and confirmation, with one and
two months for many others. This lapse should probably be no more than one-
two weeks at the very most, two to three days would be best. (This will become
particularly important for financial derivative transactions where markets can
move very quickly.)

4. Include a list of attendees present during the solicitation and purchase of APSP
fixed price gas (and during the selection of the index, or term gas, packages) to
ensure independence, proper monitoring, and to improve the audit trail. The
solicitation information received by EVA for the APSP packages did not include
this documentation.

5. Update any old master supply agreements that cap the buyers' liquidated
damages at 50 cents per mmBtu to agreements that are based on true-up to
actual market during non-performance. Several agreements examined retained
the 50 cent cap.

The audit was designed in four parts as described below and focused on the 2006/2007

winter months:

a) For the Arizona Price Stability Purchases, five solicitation packages were
reviewed including all competing bids, notations, forward price curves, signed
master contracts, signed confirmations, settlement statements, and the tally of
supply acquired to date for the APSP. (Onsite Data Request 9)

14 This particular audit is addressed by EVA Onsite Data Requests 6,7, 8, and 9.
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b) For the index, or term, supply element, Planning Department logs were examined
that included all of the supplier offers (aka "bids" in SW Gas parlance) received
for the 2006/2007 winter months (November-March). Also EVA examined
several early and the final runs of the Evaluation Reports that optimized the total
universe of supplier offers. (Onsite Data Request 8)

c) For the index, or term, supply element, six supplier packages were reviewed that
represented successful bids consummated by SW Gas including signed master
agreements, signed confirmations, and settlement statements. These contracts
were also tied back to the Planning Department's selection of optimized
contracts. (Onsite Data Request 7)

d) EVA reviewed the Arizona Dispatch Guidelines used by the gas buyers for the
months of December 2006 and January 2007. The APSP caseload and index
contracts reviewed and discussed above were also noted for inclusion in these
guidelines. (Onsite Data Request 6)

The actual supplier contracts reviewed above were selected based on a variety of

suppliers, a variety of contract durations, a variety of pricing indices, and a variety of

dates that agreements were entered into within the general structure designed by EVA

above.
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Exhibit A-1. EI Paso Natural Gas Penalty Matrix
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Exhibit A-1 l El Paso Natural Gas Penalty Matrix

E 63 3 2 78 Cr :> E E 5

c 10 .E  Q E

D U U U 6
§ 3...o'-7 Q Q Ia
-C Ru ' 5  3

Q u  L J  o n  o  E - -

Energy Ventures Analysis, Inc sw Gas Rate Case
Docket No. G-01551A-07-0504



Exhibit A-2. New Arizona Combined Cycle And Combustion Turbine
Plants 1998-2007
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Exhibit A-3. Chronology For 2005 EI Paso Natural Gas Rate Case

Docket No. RP04-251 Regarding Segmenting, Pathing, OFOs, and Strained and
Critical Condition Provisions

Dec 20. 2004 - The FERC issued Order of settlement in Docket No.04-251 which
among other things established Strained and Critical Operating conditions daily pack
and draft penalties to become effective 1/1/06

Docket No. RP05-422 General Rate Case Including New Services and Penalties for
Improper Use of the System

June 30, 2005 - EI Paso filed a rate case proposing new rates, new services and new
penalties presuming that effectiveness would be suspended until 1/1/06. The proposal
included MDO/MHO violation penalties, hourly scheduling penalties, hourly interruptible
swing charges, non critical daily scheduling pack and draft penalties, and daily over-run
charges. That filing proposed a modification to the 11.2 rate protections from the 1995
rate case

July 29, 2005 - The Commission issued an order accepting and suspending EI Paso's
primary tariff sheets, subject to conditions and the outcome of a hearing (on rate issues)
and a technical conference (for non rate issues i.e., penalties and new services)

October 3, 2005 - EPNG submitted a filing which among other things detailed the
distribution of firm capacity (MDQ) to each meter within a D-Code for EOC shippers that
were receiving parties

October 4. 2005 - EPNG filed Offer of Partial Settlement with FERC that deferred EPNG
implementing proposed new services including Rate Schedule OPAS (MDOs/MHOs) as
well as new penalties and new default service charges until April 1, 2006

December 2005 - EPNG conducted an open season for an MDQ Adjustment Request
process by which shippers were able to request a shifting of MDQs between meters and
D-Codes

December 12, 2005 - FERC approved the Partial Settlement (October 4, 2005 filing) and
directed EPNG to file the deferred tariff sheets and provisions 30 days prior to April 1

January 1, 2006 The filed rates went into effect subject to refund

February 16, 2006
Adjustment process

EPNG filed with FERC the results of the December 2005 MDQ

Energy Ventures Analysis, Inc SW Gas Rate Case
Docket No. G-01551A-07-0504



Exhibit A-3. Chronology For 2005 EI Paso Natural Gas Rate Case

March 20, 2006 - FERC issued an Order in response to briefs filed by many parties
which addressed Article 11.2 rate issues. In short it preserved the 11.2 rates and
provisions under certain conditions but provided that if a customer converts 11.2 a
protected FT-1 service to a premium service then the 11.2 a protection would not apply,

March 23, 2006 - FERC issued an Order, regarding issues that were addressed in the
Technical Conference process (non rate issues), that accepted EI Paso's proposed
hourly scheduling penalties but rejected El Paso's proposed non-critical daily pack and
draft penalties. El Paso interpreted FERC's Order as approving a daily scheduling
"pack penalty".

March 29, 2006 - EPNG requested proposed turn back capacity from interested
shippers. Also on March 29, 2006, EPNG filed an "Offer of Settlement" conditionally
waiving the implementation of certain provisions of the New Services and charges
(penalties) from the effective date of the applicable tariff provisions on April t, 2006 until
June 1, 2006, to provide more time for parties to prepare for the implementation of New
Services.

April 18, 2006 - Southwest submitted its request for New Services from EI Paso
submitted in response to El Paso's Contract Reformation Guidelines. Southwest's
premium service contracts went into effect November 1, 2006.

May 16 - May 31, 2006- EPNG conducted an MDO Open Season for shippers to solicit
increased MDOs.

May 31, 2006 - The FERC issued an order rejecting EI Paso's compliance filing.

July 24, 2006 - EPNG filed a "MDO Report" with FERC (and on July 31, 2008 filed an
update) that detailed the results of the MDO open season, detailing the MDOs to
become effective August 1, 2006.

August 1, 2006 -
"Update MDO Report". Since this OPASA, Southwest has submitted to EI Paso
numerous MDO adjustment requests for incremental MDO at numerous metering points.

OPASA was executed with MDO quantities filed with FERC in the

December 06, 2006 - EPNG filed offer of settlement supported by all but one party,
Articles 6., 7., and 9. deal with penalties, default service charges and credits.

August 31, 2007- FERC approved the Settlement.

Docket No.RP06-368

May 24, 2006 - EI Paso filed a waiver request of MDO/MHO violation penalties in non-
COCS from 6/1/06 to 7/31/06.
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Exhibit A-3. Chronology For 2005 EI Paso Natural Gas Rate Case

Docket No. RP06-392

June 13, 2006 EI Paso filed a waiver request of hourly scheduling penalty (Critical and
non-Critical), hourly authorized and unauthorized overruns, daily variance charges,
Rates for FTH and NNTH were discounted to max FT-1 rate, IHSW charges were
waived 6/1/06 through 7/12/06 (initially). Extended through 6/6/06.

July 10, 2006 EI Paso filed supplement to the waiver, Rates for NNTD were discounted
to max FT-1 rate 6/1/06 - 7/12/06.

Docket No RP06-431

July 11, 2006 - El Paso filed a request to waive hourly scheduling penalties (Critical and
non-Critical) and hourly authorized and unauthorized overruns daily variance charges
and IHSW service charges during 7/13/06 -7/31/06, For 8/1/06 - 8/31/06, to waive
hourly scheduling penalties (Critical and non-Critical) and hourly authorized and
unauthorized overruns at delivery locations where Shippers used IHSW service,
Continue to waive MHO violation penalties through 8/31/096, HEEN not included in
daily-unauthorized overrun calculation, Extension of scheduling accounts through
8/31/06, No cash-out down to 5% for June imbalances.

August 31, 2006 - EI Paso filed a request to waive daily variance charge, MDO violation
penalty, MHO violation penalty, hourly scheduling penalty (Critical and non- Critical),
August requirement that a shipper have IHSW to receive waiver of hourly scheduling
penalties no longer applies, Continue use of scheduling accounts.

September 29, 2006 - EI Paso filed waiver of tariff provision in order to continue use of
scheduling accounts through 1/31/07.

Docket No. RP07-108

December 13, 2007 - EI Paso filed a request to waive daily variance charges for
shippers who packed the system, thereby helping to mitigate the Critical Condition (daily
Variance charges deemed to be zero for the "higher-of-test"), Contract and service
related penalties (i.e. daily and hourly Unauthorized overruns, hourly scheduling
penalties, MHO/MDO Violation penalties) billed at the non-Critical rate for all shippers.
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EXECUTIVE SUMMARY
SOUTHWEST GAS CORPORATION

DOCKET no. G-01551A-07-0504

My testimony in this proceeding addresses a number of issues related to Southwest Gas
Corporation's ("Southwest Gas" or "Company") gas procurement during the period of
September 2004 through April 2007. Specifically, my testimony focuses on Southwest Gas
interstate pipeline capacity portfolio and the Company's management of its pipeline capacity, as
well as the pipeline penalties incurred during this period. Ms. Rita Beale and myself both of
Energy Ventures Analysis Inc. ("EVA"), conducted a review Southwest Gas' gas procurement
policies, procedures, and practices during the first quarter of 2008. This review included
document reviews, onsite interviews, and numerous follow-up teleconference calls and emails
between EVA and Southwest Gas. A detailed discussion of the El Paso Natural Gas Pipeline
dynamics is contained in Exhibit SLT-2, as well as Chapter 2 of a lengthy report authored by
Energy Ventures Analysis
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1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is Stephen L. Thumb. I am a Principal employed with Energy Ventures

Analysis, Inc. ("EVA"). My business address is 1901 N. Moore Street, Suite 1200

Arlington, VA 22209-1706

7 Q Please summarize your educational background and professional experience

I am a graduate of Northwestern and American Universities from which I have received a

B.S. in Chemical Engineering and an MBA in Finance, respectively. For almost 20 years

Shave consulted to the natural gas industry and currently co-direct the oil and gas practice

for EVA, which is nationally known for its work in the energy and emission fields. Prior

to my tenure at EVA, I spent 15 years in the oil and gas industry, including Vice President

of Planning for one of the largest independent exploration and production companies. I

have authored or co-authored over 40 reports for the Electric Power Research Institute

("EPRI") and the Gas Institute of Technology on key topics concerning the gas industry

Exhibit SLT-1 presents my resume

18 Q What is the purpose of your Testimony

or "Company") gas

procurement practices over the time frame spanning September 2004 through April 2007

Together with Ms. Rita Beale, who also is a principal at EVA, I am appearing on behalf of

the Arizona Corporation Commission ("ACC") Utilities Division ("Staff') to address the

prudence of Southwest Gas Corporation's ("Southwest Gas"

Specifically, my testimony focuses on Southwest Gas' interstate pipeline capacity

portfolio and the Company's management of its pipeline capacity, as well as the pipeline

penalties incurred during this period
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1 Q-

2

Has a complete assessment of your findings been presented in the report attached to

this Testimony in Exhibit SLT-2?

3 Yes. Chapter 2 of Exhibit SLT-2 presents my entire analysis of Southwest Gas' interstate

4 pipeline capacity portfolio and related issues.

5

6 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

7 Q- What are your findings?

8 In my review of Southwest Gas' interstate pipeline capacity portfolio, I concluded:

9

10

11

12

The E1 Paso Natural Gas ("EPNG") pipeline tariff (i.e., EPNG tariff effective

January 1, 2006, subject to revision) enacted during this time frame represented a

total and complete restructuring of interstate pipeline services for Southwest Gas.

13

14

15

As a result of this new EPNG tariff, the annual fixed charges paid by Southwest

Gas for interstate pipeline capacity increased appreciably.

16

17

18

Southwest Gas, under this new EPNG tariff, did incur additional charges and

penalties, but the incursion of these additional charges and penalties appears to

have been reasonable.19

20

21

22

Southwest Gas is attempting to diversify its interstate pipeline capacity portfolio

and Southwest Gas should continue seeking access to storage capacity, particularly

23 market-area storage capacity. Concerning the latter, it is suggested that the

24

25

Commission may want to consider taking an active role in promoting the

development of market-area storage in Arizona.

26

A.

A.

2.

4.

3.

1.
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1

2

3

Additionally, Southwest Gas should increase the documentation and requirements

for its transportation-only customers. Also, Southwest Gas should make its Daily

Forecasting Accuracy Improvement Task Force a permanent entity.

4

5 EPNG RATE CASE

6 Q- Did the EPNG Rate Case represent a significant event?

7

8

9

10

11

Probably the most significant event during the audit period was the total and complete

restructuring of the EPNG pipeline tariff and the impact it had on Southwest Gas, as well

as other East of California customers. This single event appears to have had an impact on

nearly every phase of Southwest Gas' operations during the audit period. It is difficult to

note succinctly the enormity of this change and its impact on Southwest Gas.

12

13 Q.

14

Can you summarize the major changes in the EPNG Rate Case in relatively

simplified terms?

15

16

17

18

19

Yes. Prior to the EPNG rate case, East of California customers, including Southwest Gas,

were under a 'full requirements' system for their gas loads. A key feature of this system

was that it allowed East of California customers to vary their gas loads from minimum to

peak loads at no additional charge. In colloquial terms within the industry, this is referred

to as 'free swing' capability.

20

21

22

23

The EPNG rate case, for a variety of reasons, completely eliminated this 'full

requirements' system and replaced it with a system that, in essence, allowed for zero

swing capability in either daily or hourly loads. In addition, the EPNG rate case created a

24

25

series of new pipeline tariffs and services, each with unique terms and conditions. These

pipeline services were more expensive than those offered in the past.

26

A.

A.

5.
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1

2

3

In very simplified terns, the EPNG system for East of California was converted from (a) a

full requirements concept that provided swing services to (b) a system that, in essence,

provided no swing services.1

4

5 Q~ Can an East of California interstate pipeline customer operate without swing

6 sewiees?

7

8

9

10

11

No. This is true for Southwest Gas, as well as other East of California customers, since

they serve customers that do not consume gas on a levelized basis (i.e., 1/24**' of the daily

requirements each and every hour). A classic example is a residential customer, which

during the night time hours (i.e., when sleeping) uses less gas than during the day time

hours. Similar conditions exist for Southwest Gas' commercial and industrial customers.

12

13 Q-

14

Does the lack of market-area storage in Arizona make it more difficult for SW Gas to

meet its customer load requirement without any swing reasons?

15 Yes. Market-area storage would allow Southwest Gas, to a degree, to be better able to

16 meet the swing load requirements of its customers', however, none currently exists in

17 Arizona.

18

19 Q-

20

Were there other factors that made it difficult to comply with the new EPNG

operational requirement of having no variations in load requirements?

21

22

23

24

25

Yes. The new EPNG operational concept of no swing services was extended to the

smallest divisible unit on the EPNG system, namely every meter and/or delivery code

("D-code"). In addition, if there were multiple contracts behind a meter, the concept was

extended to each contract. Basically, the new EPNG operational concept did not allow for

any variations in daily or hourly gas loads anywhere on its system.

A.

A.

A.

1 While this summary adequately represents this major transition for the East of California customers, technically the
'full requirements' era ended in September 2003.
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1 Q- are variations in Southwest Gas's actual gas load

2

What happens if there

requirements?

3

4

5

6

Under the initial proposal for the EPNG tariff, if there were any variations in Southwest

Gas loads from those scheduled on a daily or hourly basis, then Southwest Gas would

incur additional charges and penalties. Subsequently in the August 31, 2007 FERC Order,

Southwest Gas and the other East of California customers were able to establish a

7 tolerance band for these variations, as discussed in the report contained in Exhibit SLT-2 .

8

9 Q-

10

11

12

13

14

Did Southwest Gas have any other alternatives?

Yes. Southwest Gas could have contracted for some of the premium services offered by

EPNG. These premium services provided for some variation in load requirements, but

they were more expensive. However, even if Southwest Gas were to have subscribed to

some of these more expensive premium services, it still could have been exposed to

additional charges and penalties.

15

16 Q- Did Southwest Gas initially subscribe to these premium services?

17 No.

18

19 Q- Why not?

20

21

22

23

24

25

A.

A.

A.

A. The EPNG rate case was arguably one of the most arduous, complex, lengthy and

contested interstate pipeline rate cases. At the time Southwest Gas had to make its

selection of the new EPNG transportation services, it (1) had no operational experience

with this new and very complex system, (2) did not have a full perspective on the costs of

the various new pipeline services, and (3) lacked almost any appreciation of either the

potential for penalties or their magnitude. As a result Southwest Gas, in order to minimize
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1

2

costs for its transportation services, initially focused primarily on using the less costly

FTH-1 service, in order to meet its interstate transportation requirements.

3

4

5

6

7

8

9

10

Even with the selection of the less costly FTH-l service there would be a substantial

increase in Southwest Gas' fixed annual transportation expense. At the time there was

still uncertainty over the exact EPNG rates for each transportation service and some

concern that total fixed annual transportation expenses could double. Subsequently, after

extensive efforts by Southwest Gas and the other East of California customers, the EPNG

rates for the various transportation services were reduced from EPNG's initial proposal,

such that Southwest Gas's fixed annual transportation costs did not double, but it did

11 increase about 60 percent.

12

13 Q- Were the other East of California customers in a similar situation?

14

15

16

17

18

Yes. There was considerable uncertainty among the other East of California customers

which caused many of them to follow a similar strategy in selecting new EPNG

transportation services. For example, none of the Arizona customers initially selected any

of the relatively expensive no-notice pipeline services, even though the use of no-notice

service very likely would have minimized a customer's exposure to additional charges and

19 penalties.

20

21 Q- Was Southwest Gas's selection of new EPNG transportation services at that time

22 reasonable?

23

24

Yes. At the time, the optimum economic trade-off between the cost of pipeline services

and minimization of additional charges and penalties was probably not knowable.

25

A.

A.
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1 ADDITIONAL CHARGES AND PENALTIES

2 Q Did Southwest Gas incur any additional charges and penalties

Prior to considering the impact of any refunds, Southwest Gas incurred

approximately $6.7 MM in additional charges and penalties during 2006 and 2007. These

additional charges and penalties tend to fall into two categories, namely, (a) those charges

and penalties associated with a relatively unique force majeure situation that existed

during the November 30, 2006 to December 4, 2006 time frame (i.e., approximately $3.4

MM) and (b) other charges and penalties incurred during this time frame (i.e

approximately $3.3 MM)

Yes.

11 Q Describe the additional charges and penalties in the second category

A detailed breakdown of these additional charges and penalties is provided in Exhibit 2- 1

of the report attached to this Testimony (Exhibit SLT-2). Of the eight types of additional

charges and penalties presented in this exhibit, three accounted for 75 percent of the total

These three major additional charges and penalties are (a) the daily variance penalty ($1.2

MM), (b) the maximum daily ovemln ("MDO") violation penalty (350.7 MM) and (c) the

maximum hourly violation ("MHO") penalty ($0.6 MM)

19 Q How much of this second category of additional charges and penalties were

refunded?

Approximately $1.7 MM of the $3.3 MM of the subject additional charges and penalties

were subsequently refunded. In particular, after considerable effort by Southwest Gas and

the other East of California customers, all of the daily variance penalties eventually were

refunded (i.e., about $1 .2 MM)
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1 Q~

2

Did Southwest Gas take any actions to minimize these additional charges and

penalties?

3

4

Yes. Southwest Gas took a very proactive role in attempting to minimize these additional

charges and penalties. These proactive efforts by Southwest Gas included:

• Intense efforts to have EPNG correctly assign or modify MDO and MHO levels

for various taps,

• Efforts to revise various segments of the EPNG tariff, and

5

6

7

8

9

10

11 • Judiciously increasing the level of premium services over time.

12

13

14

15

Q- The MDO and MHO penalties were among the largest penalties during this time

frame. Is that correct?

16

Yes. The MDO and MHO penalties accounted for about 39 percent of the total additional

charges and penalties before refunds and about 65 percent after refunds.

17

18

19

20

21

22

Q. Describe the MDO and MHO penalties.

23

24

25

26

A.

A.

A. Under EPNG's new tariff the concept of no swing capability concept was transferred

down to the lowest possible level on the pipeline system, namely the individual meter. As

a result, any variance in either daily gas loads from designated levels at an individual

meter MDO or even hourly loads MHO at an individual meter resulted in a penalty under

EPNG's system. In addition, the MDO and MHO levels were assigned by EPNG based

upon an internal EPNG assessment that was derived from a historical usage algorithm.

Subsequently, it was proven that EPNG's assessment for several meters was in error.

Furthermore, this concept was extended downstream to each supply contract behind a
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1

2

3

given meter, which made the implementation of the EPNG tariff even more complex and

operationally almost a nightmare. Lastly, the concept also was applied upstream to the

EPNG D-codes.2

4

5 Q- Was Southwest Gas affected more by the MDO and MHO provisions in the new

EPNG tariff than the other East of California customers?6

7

8

9

10

11

Yes. Because of certain characteristics of the EPNG system, Southwest Gas, more than

any other East of California customer, is affected more by the MDO and MHO provisions

in the EPNG tariff. This occurs because Southwest Gas takes gas from more points (i.e.,

taps) on the EPNG system than all the remaining East of California customers combined

This unusual situation is, in large part, an artifact of the full requirements era for the

12 EPNG pipeline.

13

14 Q- What actions did Southwest Gas take to minimize these MDO and MHO penalties?

15 Southwest Gas undertook a number of actions to minimize the MDO and MHO penalties.

16

17

18

19

20

21

22

23

24

It is difficult to succinctly summarize these actions because of both (1) the large number

of actions and (2) the enormous variety of actions taken, as the circumstances for the

nearly 335 Southwest Gas taps tend to be site specific. However, in general, the overall

process requires SW Gas to identify flaws with EPNG's MDO/MHO provisions and make

a filing with EPNG for a correction and/or a waiver of penalties. Each action can be a

rather lengthy process as (1) the burden of proof is on Southwest Gas, (2) hydraulic

modeling of the EPNG system is required in some cases, (3) the request and supporting

information usually has to be reviewed verbally with the EPNG staff, (4) a formal request

must be filed with EPNG and (5) a formal response must be received from EPNG.

A.

A.

2 In simplified terms a D-code is a group of meters that are usually within close geographic proximity.
.I SW Gas has approximately 215 taps on the EPNG system that have active EPNG telemetry and approximately 120
taps that Southwest reads on monthly basis (i.e., charts) with this data manually provided to EPNG.
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1

2

3

4

To date Southwest Gas has been successful in obtaining MDO/MHO increases at

approximately 145 metering points, which has been a significant factor in minimizing

future charges and penalties. Exhibit 2-3 in the attached report (Exhibit SLT-2) provides

highlights for several of these actions.

5

6 Q- What other actions did Southwest Gas take to minimize the various types of

7 additional charges and penalties?

8

9

10

11

In addition to seeking revisions to the MDO and MHO provisions in the EPNG tariff,

Southwest Gas has (a) undertaken a number of efforts, along with other East of California

customers, to revise various segments of the EPNG tariff in order to minimize additional

charges and penalties and (b) over the course of time judiciously increased its level of

12

13

premium transportation services. Specifics concerning these additional actions are

presented in the attached report (Exhibit SLT-2, see pages 2-15 through 2-18).

14

15 Q.

16

Concerning this second category of additional charges and penalties, was Southwest

Gas imprudent in incurring any of these additional charges and penalties?

17 No. Under the new EPNG tariff it is nearly impossible to operate without incuring some

18

19

20

additional charges and penalties. The key alternative is to subscribe to a significant level

of EPNG's premium transportation services, however, this would increase the fixed

annual transportation costs and would not eliminate necessarily Southwest Gas's exposure

21 to additional charges and penalties although it would help minimize the exposure.

22

23

24

25

26

A.

A.

The optimal economic tradeoff between fixed annual transportation costs and potential

exposure to additional charges and penalties requires certainty concerning unit rates for

the various transportation services and experience concerning the potential exposure to

these additional charges and penalties at a very granular level. During the majority of the
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audit period, Southwest Gas had neither of these latter two items and, as a result, could not

make the optimal selection. Faced with this dilemma Southwest Gas chose to minimize

the overall increase in its fixed annual transportation costs, which is not an imprudent

action

In addition, Southwest Gas took a significant number of steps to revise the EPNG tariff

provisions in order to both obtain refunds and to minimize the future exposure to the

additional charges and penalties. Nevertheless, going forward, it is likely Southwest Gas

still will incur some additional charges and penalties under the new, but revised EPNG

tariff.

12 EVENTS OF NOVEMBER 30 THROUGH DECEMBER 4. 2006

13 Q There also were additional charges and penalties associated with the events of

November 30, 2006 through December 4, 2006. Is that correct?

Yes. A rapidly moving cold front caused well freeze-offs in the San Juan basin," which in

tum caused suppliers to declare a force majeure event and curtail supplies. Under the new

EPNG tariff, even though this was a force majeure event for the affected suppliers

Southwest Gas was assessed $3.4 MM in penalties by EPNG

20 Q What were weather conditions during this time frame?

While temperatures had been relatively mild for most of November, a cold lions quickly

moved through the Southwest at the end of November. This cold front caused

temperatures in the San Juan basin to decline about 42°F in approximately 40 hours, with

about 60 percent of the temperature decline occurring in the last 18 hours. At the low

point temperatures in the San Juan basin reached 5"F

While the primary focus of this section of testimony is on San Juan basin supplies, there also were well freeze-offs
in the Permian basin, as discussed in the report contained in Exhibit SLT-2
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1

2

3

4

In addition, this rapidly moving cold wave also impacted the major load centers for

Southwest Gas, which in tum caused gas demand to spike. Temperatures in Phoenix

declined about 18°F in approximately 15 hours to just above freezing, while in Tucson the

temperature declined about 28°F in approximately 15 hours to below freezing (i.e., about

27°F).5

6

7

8

9

10

11

Q- What happened to the EPNG system?

12

13

14

This loss of supply from the San Juan basin caused linepack on the EPNG system to drop

dramatically and exceed the low threshold point for strained operating conditions

("SOC"). This placed the EPNG system in a critical operating condition ("COC"), which

is a very serious event for any pipeline. Exhibit 2-8 in the attached report (Exhibit SLT-2)

provides a graphical illustration of the changes in the EPNG linepack.

Q- What was the impact of these events on Southwest Gas?

15

16

The net result on Southwest Gas of this rapidly moving cold front was that (a) gas demand

spiked well beyond forecasted volumes and (b) producers in the San Juan basin invoked

force majeure provisions aler Southwest Gas had scheduled its gas supplies.

Subsequently, Southwest Gas was assessed penalties by EPNG.

17

18

19

20

21

Q. Could the penalties assessed by EPNG have been higher?

22

23

24

Yes. Under the rigid requirements of the new EPNG tariff, these events resulted in

Southwest Gas being assessed $3.4 MM in penalties, although the figure could have been

higher (i.e., about $7 MM) if it had not been for earlier proactive initiatives by Southwest

Gas and the other East of California customers.

25

A.

A.

A.
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1 Q. If a similar event occurred today, would Southwest Gas be assessed penalties by

EPNG?2

3

4

Yes. However, initiatives by Southwest Gas and the other East of California customers

that were enacted subsequent to the November 30 through December 4, 2006 time frame

would have the net effect of reducing these penalties about 85 percent if the same set of

conditions were to occur today.

5

6

7

8 Q- Did Southwest Gas accurately forecast its load requirements during this time frame?

9 No.

10

Actual consumption by Southwest Gas's customers on November 30 was

approximately 28 percent, or 108,000 Dth, greater than the initial forecast for the day.

11

12

13

Q, What impact did this under-forecasting of load requirements have on the penalties

14

15

16

17

assessed by EPNG?

Limited, if any. The primary factor behind the penalties assessed by Southwest Gas

during this time frame was the curtailment of natural gas production in the San Juan basin.

It is likely that gas supplies available to Southwest Gas would have been limited no matter

how much gas it had scheduled. In addition, it is difficult to chastise Southwest Gas's

management for this disparity, in light of the rapidly changing weather conditions.18

19

20 Q. Did Southwest Gas take any steps to improve its forecasting system?

21

22

23

24

Yes. No LDC likes to see actual consumption exceed forecasted levels by 28 percent,

even under adverse weather conditions. This includes Southwest Gas, which subsequently

set up a multi-department task force to both audit the events of this period and investigate

ways of improving its forecasting system.

25

A.

A.

A.

A.
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1 Q What were the results of this task force?

This task force, which was referred to as the Daily Forecasting Accuracy Improvement

Task Force and was established in December 2006, met on a monthly basis through the

end of 2007 and reviewed a number of topics and alternatives for improving Southwest

Gas's daily gas forecasting system. As a result of this task force, Southwest Gas took the

following actions

Weather Services: Southwest Gas subscribed to an additional or second weather

service, which provides two updates to the initial weather forecast for a given day

Proj sections for the two weather forecasts are compared and contrasted

• Southwest Gas contracted with Marquette University to

investigate and make improvements in its gas model, which included the

incorporation of non-linear relationships between consumption and heating degree

days at extreme temperatures

Gas Dav Model:

Other Items: Southwest Gas implemented the usage of several other analytical

techniques to augment its Gas Day Model, including the use of scatterplots and the

development of 24-hour load curves for incremental heating degree days

21 Q What was the impact of the curtailed gas supplies

The total lost San Juan production to the EPNG system was about 0.5 BCFD during this

event. For Southwest Gas, the difference between Cycle 4 scheduling and delivered San

Juan supplies was approximately 83,000 Dth (i.e., about 0.08 BCFD). The latter is likely

the best indication of lost supply for Southwest Gas
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1 Q-

2

Was the curtailed gas supply the primary reason for the penalties assessed by EPNG

during this time frame?

3

4

5

6

Yes. By far the most significant factor behind the penalties assessed for Southwest Gas

during this time frame was the curtailment of natural gas production in the San Juan basin.

The latter occurred because of both the severity of the weather and its rapid change, which

appears to have caught most, if not all, of the southwestern gas industry off guard.

7

8

9

1 0

11

12

Q- If Southwest Gas had forecasted and scheduled a higher level of gas demand, would

Southwest Gas have been able to obtain more gas supplies?

13

14

Even if Southwest Gas scheduled a higher level of gas supply, it is doubtful that overall

supplies would have increased appreciably, as the well freeze-off conditions were

epidemic throughout the basin. Instead, the amount of curtailed production for Southwest

Gas likely would have increased under a scenario of an even higher level of scheduled

supplies by Southwest Gas.

15

16 Q- If Southwest Gas had had access to market-area storage, could the overall supply

have been increased and some or all of the penalties been avoided?

Yes. Access to market-area storage would have allowed Southwest Gas to better adapt to

this unusual set of events, however, no market-area storage exists in Arizona.

17

18

19

20

21

22

Q-

23

Concerning the addit ional  charges and penalt ies  dur ing the November 30 to

December 4, 2006 time frame, was Southwest Gas imprudent in incurring any of

these additional charges and penalties?

24

25

26

A .

A.

A.

A. No. Both the severity of the weather and its rapid change appears to have caught most of

the southwestern gas industry off guard, with well freeze-offs forcing producers to declare

force majeure conditions, particularly in the San Juan basin. From the perspective of
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1

2

3

4

5

6

7

8

Southwest Gas, the gas supplies available to serve its customers was limited no matter

how much gas it had scheduled. Southwest Gas was limited in its ability to respond to

these unusual and rapidly changing events because of the lack of timely receipt of

information from EPNG and the suppliers. In addition, it appears that even if Southwest

Gas had received this information on a more timely basis, it is doubtful Southwest Gas

could have obtained a significant increase in gas supplies, as the entire region was under

the equivalent of emergency conditions. Despite these mitigating factors, under the newly

institutedEPNG tariff Southwest Gas was assessed penalties.

9

10

11

Subsequent action by Southwest Gas and the other East of California customers would

significantly lower the magnitude of these penalties if similar events were to occur today.

12

13 OTHER RELATED MATTERS

14 Q- Are there other related matters that you have examined?

15

16

17

Yes. I have examined and have recommendations for the following items that are either

directly or indirectly related to Southwest Gas' overall interstate pipeline capacity

portfolio:

18 • Southwest Gas's transportation-only customers

19 •

20 •

21 •

Storage

Gas sharing policies within Arizona

Supply diversification

22

23 Q- Are these related items discussed in the report attached to your testimony in Exhibit

24 SLT-2?

25 Yes.

26

A.

A.



Direct Testimony of Stephen L. Thumb
Docket No. G-01551A-07-0504
Page 17

1 Q- Please summarize your major recommendations on these related items.

2 My recommendations for these related items are as followsl

3

4 •

5

6

7

8

9

10

11

12

13

14

Transportation-Onlv Customers: While Southwest Gas, as documented in ACC

Docket No. G-01551A-06-0746 Decision No. 69668, has taken steps to require

that transportation-only customers comply with the EPNG tariff; in the future

Southwest Gas should become firmer with its transportation-only customers and

require detailed documentation of both supply contracts and interstate capacity

contracts, as well as compliance with EPNG's new tariff provisions. While it is

understandable that this may not have been a high priority for Southwest Gas in

the past, in light of all the other items undertaken by Southwest Gas' management

to adapt to the new EPNG tariff,  it should be going forward. Actions by these

transportation-only customers, if not rigorously monitored, can expose Southwest

Gas to additional charges and penalties, which would be unfair to Southwest Gas'

15 other customers.

16

17 •

18

19 As a result, the ACC should consider

20

21

22

23

24

25 out and electric brownouts.

26

A.

Storage: There is a genuine need for market-area storage within Arizona in light

of the fact that suppliers likely will be curtailed in the future and the significant

growth in gas demand within Arizona.

developing additional policies to promote the development of market-area storage

in Arizona and in particular consider events to resurrect the Copper Eagle project.

As discussed in the report contained in Exhibit SLT-2, the potential worst case

consequences of not having access to market-area storage when a major well

freeze-off event occurs include the potential for a large number of pilot lights to go

Suggestions for such policies and actions are

contained in the attached report (Exhibit SLT-2) .
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• Gas Sharing Policies: Until the point that market-area storage becomes a reality

in Arizona, it is recommended that the ACC develop and implement policies that

would promote the sharing of gas supplies among the major users of interstate

pipeline capacity in Arizona during extreme conditions. Initial suggestions for

such a policy are contained in the attached report (Exhibit SLT-2)

Supplv Diversification: While Southwest Gas has taken efforts to diversify its

future pipeline capacity portfolio, it is recommended that Southwest Gas carefully

track the likelihood of LNG imports entering the Southwest Gas market and

consider gaining access to such supplies, in an effort to diversify its gas supplies

and reduce its dependence on the San Juan basin

13 Q Are there any other recommendations you have?

Yes. I have two additional recommendations. The first recommendation is that Southwest

Gas should make its Daily Forecasting Accuracy Improvement Task Force a permanent

task force within the Southwest Gas organization and document such in its policies and

procedures. While the frequency of meetings, based on the judgment of Southwest Gas

management, could be reduced, the task force should continuously examine means of

improving the firm's forecasting system. Southwest Gas's policies should also require

ongoing validation and back-testing of its daily load forecast, along with its required

frequency

23 Q What is your second additional recommendation?

It also is recommended that Southwest Gas develop a plan and timetable for implementing

each of the recommendations in this testimony. Furthermore, this plan and associated

timetable should be submitted to the ACC by December l, 2008 as a report to the
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1

2

3

Commission, documenting compliance with the recommendations above. Staff shall then

review Southwest Gas's tiling and Staff shall file, as a compliance item in this docket, a

report to the Commission on Southwest's compliance with the recommendations above.

4

5 Q- Does this conclude your Direct Testimony?

6 A. Yes, it does.
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RESUME OF
STEPHEN L. THUMB

EDUCATION
C.P.A.
M.B.A.
B.S.

West Virginia, 1977
Finance, American University, 1972 (cum laude)
Chemical Engineering, Northwestern University, 1967

EXPERIENCE

Current Position
Stephen Thumb joined Energy Ventures Analysis in 1988 and became a partner in 1990. Mr.
Thumb is responsible for the oil and natural gas practice at Energy Ventures Analysis, Inc. (EVA)
and has been involved in a wide variety of projects for each fuel, primarily for industrial and
power industry clients. Examples include preparation of strategic plans, development of bidding
programs for natural gas supplies, coordination of market studies, production of price forecasts, as
well as being an expert witness. Mr. Thumb has presented testimony before the U.S. Senate. In
addition, Mr. Thumb has authored or co-authored over 25 EPRI and Gas Technology Institute
(GTI) reports on key topics concerning oil and natural gas. The types of projects in which Mr.
Thumb is involved are described below:

Natural Gas Procurement
Evaluates natural gas procurement strategies for consumers taking into account the
changing regulatory enviromnent. For example, the procurement must address the mix of
long- and short-term supply contracts, the mix of firm and interruptible transportation, and
the mix of services.

Natural Gas/Oil Ina'uszlr§v Analyses
Evaluates the natural gas and oil industries for clients concerned about supply options and
availability. Studies have focused on structural issues such as pipeline and storage
capacity.

Forecasting
Provides clients with general or customized forecasts of natural gas and oil prices. Natural
gas price forecasts are developed on both a wellhead or burner tip basis. Oil prices are
developed for crude and refined oil products.

Financial Analysis
Serves as EVA's senior financial analyst and performs financial analyses as required.

Acquisition and Divestiture Analysis
Has directed or been involved with acquisition and divestiture analyses for both energy
related firms and specific energy assets. The latter includes the potential divestiture or
acquisition of over 40 different power plants, most of which were gas-tired, several major
interstate pipelines and gathering systems, storage fields and processing plants.
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Prior Experience
Before joining Energy Ventures Analysis, Mr. Thumb had 15 years of diversified industry
experience having worked for three Fortune 100 companies. From 1982 to 1988, Mr. Thumb
worked for Burlington Northern, Inc., most recently as Vice President of Planning for Meridian
Oil, a wholly-owned subsidiary. Mr. Thumb's responsibilities included acquisitions, economic
analysis, strategic plans, annual budgeting. Mr. Thumb's most significant accomplishment was
the identification, analysis, and implementation of two major energy-related acquisitions (the El
Paso Co. and Southland Royalty).

From 1974 to 1982, Mr. Thumb worked for Ashland Oil, Inc., most recently as Executive
Assistant to the Chief Executive Officer. Mr. Thumb managed a number of special projects in the
areas of operations and finance such as the development and marketing of a $200 million
institutional drilling fund and an analysis of the firm's largest international oil production contract.
Mr. Thumb also established a special employee-incentive program for an oil and gas subsidiary in
consultation with human resources and coordinated the redesign of an exploration and production
accounting function.

From 1972 to 1974, Mr. Thumb worked for Nuclear Fuel Services, a wholly-owned subsidiary of
Getty Oil. Mr. Thumb, as Manager for Financial Planning, was responsible for the preparation of
economic analyses and long- and short-term plans. He also assisted the controller in numerous
accounting Mnctions.

From 1967 to 1972, Mr. Thumb worked for the Division of Naval Reactors, a joint operation of
the Atomic Energy Commission and the U.S. Navy, as an engineer in the fluid design section for
surface ships and the radiological and chemical sections. From 1965 to 1967, Mr. Thumb worked
at theNaval Ordinance Plant as a chemical and metallurgical technician.
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ExEcu11vE SUMMARY

Overview

This report was prepared at the request of the Staff of the Arizona Corporation

Commission-Utilities Division ("ACC") to address the prudence of Southwest Gas

Corporation's ("SW Gas") gas procurement practices over the time frame spanning

September 2004 through April 2007. The two chapters of this report serve as Exhibit

SLT-2 and Exhibit RRB-2 of the respective testimonies of Stephen L. Thumb and Rita R.

Beale of Energy Ventures Analysis, Inc. in the matter of the Application of Southwest

Gas Corporation for the Establishment of Just and Reasonable Rate of Return On The

Fair Value Of The Properties Of Southwest Gas Corporation devoted To Its Operations

Throughout Arizona, Docket No. G-01551A-07-0504. In this particular context, gas

procurement refers to Southwest Gas' portfolio of gas supply and pipeline capacity and

the related policies, procedures, and practices. Chapter 2 of this report serves as

Exhibit SLT-2 and examines Southwest Gas' pipeline portfolio and related practices.

Chapter 3 of this report serves as Exhibit RRB-2 and examines Southwest Gas' supply

portfolio and related practices during the audit period.

Flndlngs

The primary findings of the Chapter 2 review of SW Gas' interstate pipeline capacity

portfolio can be summarized as:

• The EI Paso Natural Gas (EPNG) pipeline tariff (i.e., EPNG tariff effective
January 1, 2006, subject to revision) enacted during this time frame represented
a total and complete restructuring of interstate pipeline services for SW Gas.
This single event appears to have had an impact on nearly every phase of sw

Energy Ventures Analysis, Inc. 1 - 1 SW Gas Rate Case
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Gas' operations during the audit period. It is difficult to note succinctly the
enormity of this change and its impact on SW Gas. In very simplified terms the
EPNG system for East of California was converted from a (1) full requirements
concept that provided swing services to (b) a system that, in essence, provided
no swing services.

• As a result of this new EPNG tariff, the annual fixed charges paid by SW Gas for
interstate pipeline capacity did increase appreciably. Subsequently, after
extensive efforts by SW Gas and the other East of California customers, the
EPNG rates for the various transportation services were reduced from EPNG's
initial proposal, such that SW Gas' fixed annual transportation costs did not
double, but it did increase about 60 percent.

• SW Gas under this new EPNG tariff did incur additional charges and penalties,
but the incursion of these additional charges and penalties appears to be
reasonable. Under the new EPNG tariff it is nearly impossible to operate without
incurring some additional charges and penalties. At the beginning the optimum
economic trade-off between the cost of pipeline services and minimization of
additional charges and penalties was probably not knowable. Subsequently SW
Gas took a very proactive role in attempting to minimize additional charges and
penalties.

The primary findings of Chapter 3 review of gas supply, policies, and procedures can be

summarized as:

• Southwest's gas supply strategies were prudent and reasonable.

• Its gas supply strategies were effective at providing firmness of supply, providing
price stability, and reducing price volatility, Main objectives of SW Gas' Arizona
Price Stabilization Plan.

• The gas supply transactions executed by Southwest and prices paid were
reasonable and prudent.

• The price indices used by SW Gas in setting their natural gas purchase prices
are standard industry indexes with good market liquidity.

• EVA is not concerned that SW Gas may rely on NYMEX based pricing, as this is
the leading price benchmark of the U.S. natural gas industry, and it cannot be
avoided. Furthermore it should continue to be at Southwest's discretion, whether
it locks fixed prices for the APSP in either one or two transactional components.

• while it would be to the benefit of all market participants to have a larger number
of transactions reported to industry publications thereby increasing liquidity of the
published price indices, and theoretically increasing their reliability, each
company must be responsible to determine its own comfort level and ascertain
its risks and rewards before participating in the sharing of its confidential
information. Participation is not a trivial matter in today's litigious world.

Energy Ventures Analysis, Inc. 1-2 SW Gas Rate Case
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• Any decision by the ACC to require utilities to report transaction data to industry
publications could also have unintended consequences, and thus should be
carefully examined before mandating participation. If the ACC decided to require
Arizona regulated gas utilities to participate, for fairness reasons and to level the
playing field, it would be important to also require regulated electric utilities to
report as well.

• Many of SW Gas company policies, procedures, and strategies are insufficiently
documented in official company documents. While the concepts embedded in
SW Gas' policies, procedures, and strategies appear reasonable and prudent,
curiously one must tend to go to the documents submitted by SW Gas to the
Arizona Corporation Commission to find the most complete picture of company
policies, procedures, and strategies. In addition, some policies, procedures, and
strategies fall short in certain areas by their lack of documented official position
on certain subjects. Subsequently five management recommendations are made
and summarized below.

• The Monthly Bank Balance Statements compare well to the base transactional
data of the GTS, with the exception of the month of January 2007 when SW Gas
under-scheduled gas commodity by 356,000 mmBtu. A number of subsequent
events and actions by SW Gas, discussed in detail in Chapter 3 Section on Bank
Balance Statements, suggest a similar scenario is highly unlikely to be repeated
in the future. Still SW Gas should continue to press EPNG to improve the quality
of its 'real time' load estimates that it broadcasts to shippers via EPNG's
Electronic Bulletin Board.

• SW Gas did a good job of following its policies and procedures based on EVA's
Audit of Selected Transactions described in detail in Chapter 3. However as a
result of this audit, EVA has an additional five management recommendations for
improvement that are summarized below.

Recommendations
EVA has a total of fifteen recommendations from its review of Southwest Gas during the

audit period.

EVA has five recommendations regarding Southwest's pipeline transportation and gas

delivery portfolio to increase reliability and ensure that Southwest meets its commitment

to serve regulated load during normal, as well during emergency operating conditions,

namely:

(1) SW Gas is attempting to diversify its interstate pipeline capacity portfolio and SW
Gas should continue seeking access to storage capacity, particularly market-area
storage capacity. Concerning the latter, it is suggested that the Arizona
Corporation Commission take a more active role in promoting the development of
market-area storage in Arizona.

Energy Ventures Analysis, Inc. 1-3 sw Gas Rate Case
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(2) SW Gas should increase the documentation
transportation-only (T-1) customers.

and requirements for its

(3) SW Gas should make its Daily Forecasting Accuracy Improvement Task Force a
permanent entity. SW Gas' policies should also require ongoing validation and
back-testing of its daily load forecast, along with its required frequency.

(4) Until the point that market-area storage becomes a reality in Arizona, it is
recommended that the ACC develop and implement policies that would promote
the sharing of gas supplies among the major users of interstate pipeline capacity
in Arizona during extreme conditions, including gas LDCs and electric utilities.

(5) While SW Gas has taken efforts to diversify its future pipeline capacity portfolio, it
is recommended that sw Gas carefully track the likelihood of LNG imports
entering the Southwest gas market and consider gaining access to such
supplies, in an effort to diversify its gas supplies and reduce its dependence on
the San Juan basin.

From the review of Southwest's policies and procedures, five management

recommendations resulted and are discussed in the Policies and Procedures Section of

Chapter 3 in detail. The following enhancements are suggested:

(1) Consolidate all strategies, policies, and procedures into a minimal number of
documents with sufficient detail such that new employees could read and
immediately perform the bulk of their work.

(2) Clarify the APSP supply element by documenting required timing and volumes
for the next one to two years forward. Some companies have found the use of
living appendices (to the company policies, for instance) helpful to update
forward time Windows and volume ranges that may change frequently. If there is
uncertainty, then Windows of time and ranges of volume or duration can be
established instead.

(3) Clarify the precise nature of the APSP strategy. Is it a programmatic hedge, a
judgmental hedge, or a hybrid of the two? The precise strategy should be
recognized and declared in company policies and procedures to guide
employees and decision makers, as well as the ACC's oversight.

(4) Designate the Arizona Dispatch Guidelines as the buyers' limits and
authorization to execute and meet the forecasted daily demand requirement in
company policies and procedures.

(5) Company policies regarding the 'unbudging' of gas, as well as the reasons for the
policies, should be reevaluated, and then explicitly documented in official
company policies and procedures.

Five management recommendations also resulted from EVA's review of specific gas

supply transactions. The audit methodology and the transaction selection process are
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discussed in detail in the Audit of Selected Transactions Section of Chapter 3. The

recommendations are:

(1) Ensure all confirmations with gas suppliers, also known as Exhibit A, include deal
transaction dates.

(2) Ensure all confirmations with suppliers, also known as Exhibit A, include dates of
the internal approval next to the signature authorization.

(3) Considerably shorten the time lapsed between deal execution
confirmation with gas supplier.

and deal

(4) Include a list of attendees present during the solicitation and purchase of the
APSP fixed price gas supply element (as well as during selection and approval of
the index gas supply element) to ensure independence, proper monitoring, and
to improve the quality of the audit trail.

(5) Update any old master supply agreements that cap the buyers' liquidated
damages at 50 cents per mmBtu into supply agreements that are based on true-
up to actual market during non-performance.

All (but one) of these management recommendations should be easy for SW Gas to

implement and document in internal policies by December 1, 2008. Such a near-term

date implies that Southwest Gas would be likely to implement these recommendations

during the summer and autumn months of 2008 while it was purchasing gas for the next

winter season of November 2008 through March 2009. These recommendations take

on elevated importance and urgency given SW Gas's expected execution of its first-ever

financial derivative hedges in 2008. On December 1st of each year, SW Gas submits its

Arizona Annual Gas Procurement Plan to the ACC, and this seems to be a pre-existing

opportunity to show compliance to the ACC.

A stickier issue is the 'in-buying' policy. At minimum, sw Gas should document its

current policy by December 1, 2008. Re-evaluating this policy could take more time.

EVA believes that SW Gas is being reactive to circumstances outside of its control and

doing what it perceives is best for consumers. 'Unbuying' appears to be some form of a

physical sale, only back to the original seller and potentially for a net settlement. It is a

legitimate physical transaction, and in EVA's humble opinion, should not be considered

as speculation, however Southwest Gas has the burden of proof of convincing its

external auditors that it is a 'normal' transaction according to FAS 133 accounting and

reporting standards. This may take some time to sort out for physical transactions. By
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contrast, there is no reason to expect a legitimate need to 'unbury' any financial

derivative transactions.
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EPNG PIPELINE DYNAMIC

Ovelvlensv

Probably the most significant event during the audit period (i.e., September 2004

through April 2007) for SW Gas was the total and complete restructuring of the El Paso

Natural Gas (EPNG) pipeline tariff (i.e., EPNG tariff effective January 1, 2006, subject to

revision) and the impact this change has had on the East of California customers and, in

particular, Southwest Gas (SW Gas). This single event appears to have had an impact

on nearly every phase of SW Gas' operations during the audit period. Furthermore, it is

difficult to note succinctly the enormity of this change and its impact on SW Gas. As a

result this major change in the EPNG tariff is discussed as a separate item in this report

and then cross referenced as appropriate in other sections of this report. Lastly, the

concluding sections of this chapter specifically address in detail the various penalties

and charges incurred by SW Gas, as a result of this new EPNG tariff.

Background
Historically, the Arizona portion of SW Gas has been dependent entirely upon EPNG for

its interstate pipeline services. while, in general, the optimum strategy for a local

distribution company (LDC), such as SW Gas, would be to diversify its pipeline services

by connecting to two or more interstate pipelines, historically this has not been an option

for SW Gas, because of the physical structure of the interstate pipeline system within

Arizona.'

The likelihood that in the future Transwestern will be providing SW Gas with some interstate pipeline
services is discussed in a subsequent section of this chapter.

1
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While EPNG has a long and complex history, in rather simplified terms, the pipeline was

built to bring San Juan basin gas (i.e., mostly in New Mexico) to Southern California. In

order to accomplish such a goal, the EPNG needed to transverse the state of Arizona.

In order to gain the cooperation of the various stakeholder in Arizona, EPNG offered to

provide various gas buyers all of their required gas loads. At the time these gas buyers

were primarily various relatively small communities and cities, some of which were

served by SW Gas. These contracts that provided the various Arizona customers with

all of their gas requirements came to be known as full requirements contracts. Under

these full requirements contracts the Arizona customers were, in essence, charged for

the amount of gas they consumed, but were allowed to vary their daily gas usage from

minimum load requirements (i.e., usually in the non-winter months) to peak load

requirements (i.e., usually during the coldest part of the winter) at no additional charge.

In colloquial terms within the industry, this is referred to as 'free swing' capability.2

Initially, this approach worked reasonably well as the Arizona loads were relatively small

in comparison to the California loads. For example, during the mid-1980's Arizona gas

loads were less than seven percent of California gas loads.3 However, by 2004 because

of the significant growth of the Arizona gas market, this relationship changed such that

Arizona was 14.5 percent of California's gas loads.4

The key factor behind this growth in the Arizona market was the increase of gas require-

ments for the electric power sector. Between 1995 and 2004 gas consumption for the

electric sector within Arizona increased by a factor of 12 (i.e., from 19 to 240 BCF), as

during the building boom for gas-fired capacity Arizona installed over 9,200 MW of new

gas-fired capacity."

2 The East of California customers will argue that these swing services were not free, but rather part of what
was contracted for under the full requirements concept and thus, a service for which they paid. Reviewing
such an argument and its legal connotations is beyond the scope of this report.

Technically, the comparison should be to Southern California gas loads, which would yield a higher
fraction. However, comparable data for Southern California is not readily available. in addition, the basic
trend would remain the same.
4 A similar assessment would apply to relative loads on the EPNG system, except that the fraction would be
higher. Comparable data for the EPNG system is not readily available.
5 The building boom for gas-fired capacity was from 1999 to 2004 when the U.S. power industry installed
over 204 GW of new gas-fired capacity.
' During the 1995 to 2004 period Arizona's residential, commercial and industrial loads also grew, but at only
1.2 percent per annum rate.
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From the perspective of an interstate pipeline, the growth in Arizona's electric gas loads

was particularly problematic, as gas loads tend to be very seasonal' and, in particular

daily gas burns tend to be concentrated within a few hours of the day. Concerning the

latter, it is not uncommon for a gas-fired power plant to consume its entire daily gas

requirements in a six to eight hour period. The situation for gas-fired peaking units is

even more dramatic, as the peaking units can consume their entire daily load require

merits in two to four hours. These are very difficult load profiles for an interstate pipe

line, particularly when similar load profiles exist at the same time for a number of plants

The net result of the combination of (1) the growth in Arizona gas loads, (2) the load

concentration within the power sector and (3) the typical load profiles of gas-fired power

plants, resulted in EPNG no longer being able to offer 'free swing' services to its Arizona

customers, particularly in light of the magnitude of the cumulative 'free swing' services

required by the Arizona customers. in effect, providing 'free swing' services of this

magnitude would force the pipeline to operate outside an acceptable and safe range. In

theory, the pipeline could be forced to exceed either its maximum operating pressure

(MAOP) or its minimum operating pressure in order to provide these swing services

The other alternative, in essence, would be a significant system expansion in order to

meet peak hour load requirements. Lastly, the use of market area natural gas storage

would help alleviate the lack of swing services on the EPNG system, however none

exists within Arizona." As a result, the full requirements approach that existed for so

long in the Arizona community had to be replaced with a different approach

EPNG Rate ¢ase
While the history of the 2005 EPNG rate case is long and complex,"' in very simplified

terms EPNG went to its major California customers and presented a case that the EPNG

system could no longer operate under the full requirements concept used for the East of

California customers and that it should not propose a major expansion of the system

which would increase pipeline rates for all customers." The California customers

About 25 percent of Arizona's annual electric power gas consumption occurs during the two summer
months of July and August, which primarily is required to meet the state's air conditioning load

Arizona's gas load requirements for the power sector are dominated by 20 new gas-fired combined cycle
units and seven new gas-fired simple cycle units (i.e., beakers)

The subject of natural gas storage is further discussed in a later section of this report
See the Appendix for a chronology of events
Because of their access to large amounts of natural gas storage inside the state of California, the

California customers, in essence, do not require the use of the full requirements approach. Thus, the
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concurred and the combination of EPNG and the California customers then proceeded

to convince the FERC staff that a major change was required. EPNG then presented its

new rate case, which basically already had been endorsed by the California customers

and the FERC staff, to its customers. What followed was a long and drawn out rate case

proceeding that involved a major change to how the EPNG system was operated and, in

essence, pitted California customers against the East of California customers

While the operational concept of providing 'free swing' services and thus, the full require

merits approach had to come to an end because of the type of growth on the EPNG

system, in the viewpoint of some industry observers, including the authors of this report

the effective trade of full requirements contracts for the East of California customers for

the pipeline services provided under the new EPNG tariff was not very equitable

Nevertheless, the East of California customers were forced to adapt to an entirely new

set of pipeline services on the EPNG system. The enormity of this change, along with

the tension between the EPNG and its customers. as well as between classes of

customer, cannot be understated. Similarly, the uncertainty over details of how the new

EPNG tariff approach would affect various customers and the problems/flaws of what

was proposed by EPNG cannot be understated

In very simplified terms what EPNG proposed for the East of California customers was to

convert its system from (a) a full requirements concept that did provide swing services to

(b) a system that, in essence, provided no swing services This new approach as

originally proposed, in essence, requires a customer to take daily gas requirements

evenly over the entire day (i.e., 1/24'" of the daily requirements each and every hour)

without any variance, and any such variances result in additional charges or penalties

California customers were not interested in expanding the EPNG system, particularly when such an
Ag<pansion would, in essence, be for the benefit of the East of California customers

The 2005 EPNG rate case may be both (a) the most significant transition ever for an interstate pipeline
and (b) one of or the most arduous and contested interstate pipeline rate cases. The only interstate pipeline
rate case in the view of the authors of this report that might be comparable would be the Florida Gas
Transmission rate case, in the 1990s. In the FGT rate case it was finally agreed to, in essence, split the
system into two non-divisible halves, with the first half serving historical customers at a relatively low pipeline
tariff, and the second half sewing new customers at a relatively high pipeline tariff

While the purpose of this report is to provide a broad overview of the transition for the East of California
customers, technically the full requirements era came to an end in September 2003

While no pipeline can provide infinite swing services, other major interstate pipelines have allowed for
some swing capability. The Columbia Gas Transmission system, while designed for even hourly gas flows
allows hourly capacity to be 120 percent of even hourly gas flows. Other interstate pipelines have used the
6-percent rule' for hourly gas flow. Under this concept hourly gas flows can be 6 percent of total daily
requirements, which mathematically works out to 144 percent of even hourly gas flow. See EPRl, Natural
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Exacerbating this basic phenomenon of no swing services on the EPNG system was

that the concept was extended to every D-code, meter and contract, which on a practical

level, creates an operational nightmare for a customer such as SW Gas.15

In order to avoid such charges and penalties the customer had the alternative to

subscribe to a set of premium services, which were (a) very expensive, (b) relatively

complicated and (c) very restrictive in their requirements. Concerning the latter, even

with the utilization of such premium services a customer still could be subject to

penalties.16

From a customer's perspective, and in particular, a local distribution company, such as

SW Gas, it is literally impossible to operate (i.e., meet the needs of their customers)

without any swing capability. The primary reason for the latter is the behavior of

residential customers, which have peak consumption requirements during the hours they

are awake and very limited requirements while they are asleep." A similar phenomenon

exists for commercial and industrial customers.

Response By Soutllwestt Gas
o n w i w
The response by Southwest Gas to the new EPNG tariff is reviewed in the material

below. While SW Gas took a number of actions to limit its exposure to additional

charges and penalties, SW Gas nevertheless incurred approximately $6.7MM in

additional charges and penalties during the audit period, before any refunds.18 The

Gas for Electric Generation: The Challenge of Gas and Electric industry Coordination, (TR-101239),
September 1992, Chapter 2.
15 For clarity if there are six supply contracts delivering to a meter and four meters within a D-code, in
essence, there can be zero variance from the 1/24'" the load concept at any of these points even though the
net downstream flow from the D-code may be perfectly in balance.
' A case in point is the FTH-3 premium service (i.e., firm transportation with three hours of swing). Under

the FTH-3 premium service the customer is allowed to have an hourly burn that is 150 percent greater than
its average daily burn, which is not an uncommon occurrence, for up to three hours during the day, but the
three hours must be consecutive. Variation from either the 150 percent criterion or the three consecutive
hour criterion results in a penalty. This is the least costly of the premium services, as it is only about seven
percent more expensive than the standard no variance FTH-1 service, which in turn was priced about 10
percent above similar historical services. The next level of premium services (i.e., FTH-8) cost almost 70
percent more than the FTH-1 service.
7 Even during the hours when a residential customer is awake there is a significant variance in their hourly

consumption patterns.
18 The total amount of additional charges and penalties before any refunds is highlighted in this report in
order to provide the reader with a complete perspective of what occurred during the audit period and the net
result of subsequent actions by SW Gas and other East of California customers. One of the final sections of
this chapter addresses refunds during the audit period.
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following assessment of these charges and penalties is divided into two sections,

namely (a) those charges and penalties associated with a relatively unique force

majeure situation that existed during the November 30, 2006 to December 4, 2006 time

frame (i.e., approximately $3.4MM) and (b) other charges and penalties during the audit

period (i.e., approximately $3.3MM) - again before refunds.

JMIHHIMllM§UL¢ANdl'UVIHlHdLl"

Background
The three most significant characteristics of the new EPNG tariff for East of California

customers were the following:

(1) The Maqnitude of Chanqe: The enormity of the operational changes under the
new tariff simply cannot be understated. SW Gas and the rest of the East of
California customers simply did not have any prior experience upon which to
make optimal decisions concerning the selection of new pipeline services.

(2) Uncertainty: Through the initial period of the new EPNG tariff (i.e., the period of
the initial proposal through initial implementation, or most of 2005) there was
significant uncertainty over both (1) the cost of the new pipeline services2° and, in
some cases, the definition of those services and (2) the implementation of the
various additional charges and penalties (i.e., the how and when). The former
significantly impeded any effort to minimize overall cost, while the latter made it
almost impossible to assess the economic tradeoff between subscribing for a set
of premium services and the potential for additional charges and penalties with or
without such premium services.

(3) Flaws: EPNG in its new pipeline tariff proposed an entirely new operational
concept, which subsequent events would prove had a number of flaws - some of
which were significant. For the most part these flaws occurred because of
EPNG's objective of carrying out the 'no swing service' concept to the smallest
divisible unit (i.e., to individual D-codes, meters and contracts) on its system."
The operational problems and inequities caused by these flaws, as well as the
incorrect data, were the subject of intense discussions between SW Gas and

19 For purposes of this report the phrase 'other charges and penalties' refers to all those additional EPNG
charges and penalties incurred by SW Gas during audit period, except those charges and penalties during
the cold weather or force majeure event the occurred between November 30, 2006 and December 4, 2007.
) The major new EPNG pipeline services included the following firm services FTH-1 (i.e., firm service with

no swing capability) and a series of firm premium services, such as FTH-3, FTH-8, FTH-12, FTH-16, NNTH-
3 (i.e. no notice), NNTH-12, and NNTH-16. Most of these new premium services had unique and rigid
definitions and requirements - some of which were counter intuitive. Also, included in the new tariff were
interruptible services (lT-1 and IHSW-1) and the use of a new scheduling service, referred to as HEEN
hourly enhanced entitlement nomination).
1 The original EPNG proposal for SW Gas included several delivery points that had been abandoned and

excluded at least five relatively new taps. These are relatively simplified examples of flaws contained in the
original EPRI proposal. Other more complex flaws required the use of hydraulic modeling to fully correct
them. Nevertheless, correcting each of these flaws was important to SW Gas in order to minimize other
charges and penalties.
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EPNG both during the initial review period and subsequent to the implementation
of the tariff.

The combination of these three characteristics of the new EPNG tariff left SW Gas in an

environment where it (1) had no operational experience with this new and very complex

system, (2) did not have a full perspective on the costs of the various new pipeline

services until after they made their initial selection of new pipeline services, and (3)

lacked almost any appreciation of either the potential for penalties or their magnitude.

Concerning the cost of these new services, there was a significant increase. For

example, historically SW Gas paid EPNG about $32 to $34MM annually for its pipeline

services. The initial proposal by EPNG for its new tariff would have increased the cost

for a somewhat comparable set of pipeline services to approximately $70 to $99MM.

Through the efforts of SW Gas and other East of California customers during the review

process for the proposed EPNG tariff, this latter cost was reduced to the $50MM+ range

depending upon a number of factors.

The net result was that SW Gas, in order to minimize costs, initially focused primarily on

using the less costly FTH-1 service in order to meet its interstate pipeline transportation

requirements. While this in hindsight left SW Gas vulnerable to additional charges and

penalties, at the time the optimum economic tradeoff between the cost of pipeline

services and the minimization of additional charges and penalties was probably not

knowable. The rest of the East of California customers were in a similar situation and,

for the most part, used a similar initial strategy in selecting a portfolio of new EPNG

pipeline services. For example, none of the other Arizona customers initially selected

any of the relatively expensive no-notice pipeline services, even though the use of no-

notice service very likely would have minimized a customer's exposure to additional

charges and penalties.

Further compounding this situation was EPNG's assignment to SW Gas, and other East

of California customers, specific capacity rights from both the San Juan basin and the

more expensive Permian basin using an EPNG algorithm. This approach basically

precluded SW Gas from selecting the optimum set of capacity rights for its customers in

that these capacity rights were assigned.22

22 In the viewpoint of some industry observers, including the authors of this report, EPNG adopted this
approach in order to ensure greater utilization of its capacity from the Permian, which on a delivered cost of
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Lastly, the California customers were not subject to this predicament concerning both

the uncertainty over the various premium services and the potential exposure to

additional charges and penalties. This situation for the California customers existed at

two levels. Operationally because of their access to considerable market area storage in

Southern California, the California customers could easily take daily gas requirements

on an even, hourly basis (i.e., 1/24"' per hour) and use their access to market area

storage to balance any variance between actual consumption levels and even hourly gas

deliveries. In addition, the EPNG tariff provided an exemption from these penalties for

delivery points with operating balancing agreements (OBA). On the EPNG system these

OBA points were basically Topock and Ehrenberg, which is where the California

customers take deliveries from EPNG.

Additional Charges And Penalties
While SW Gas' initial selection of pipeline services was reasonable at the time, it

nevertheless resulted in additional charges and penalties of about $3.3MM during the

audit period (i.e., before refunds) and potentially these charges could have been larger if

it were not for the proactive measures taken by SW Gas during this time frame. Exhibit

2-1 summarizes these various additional charges and penalties and identifies those that

subsequently were refunded. Also, while these additional charges have been grouped

together for the purpose of the assessment in this report, there are technical differences

between the two categories. Probably the most significant practical difference is that

EPNG retains all of the additional 'charges', while the 'penalties' are refunded to the

customers. While the exact algorithm for the refunding of the penalties is complex, the

basic concept is to collect penalties from those customers that exceed EPNG system

tolerances and refund it back to those customers who did not exceed system tolerances.

Furthermore, from a pragmatic perspective once a customer pays a penalty there is no

guarantee that this customer will receive even a partial refund of that penalty. As a

result, penalties, as is the case with the additional charges, in essence, represent an

additional cost, hence the reason for grouping the two categories in this report. For

completeness, Exhibit 2-1 identifies which categories of additional charges and penalties

are retained by EPNG and which are subject to refund. The Appendix provides a more

complete definition for each of these various additional charges and penalties.

gas basis is a more expensive alternative.
problematic for EPNG.

Historically, utilization of this Permian capacity had been
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Category of ChargelPenalty

Cumulative
Amount of

Charge/Penalty
($000)

Retained
By EPNG

Subject To

Refund

Daily Variance's)
Moo12) Violation Penalty(5)

mHo(3> Violation perialiylf"

Hourly 1Hsw(") (S)

Daily Overrunls)
COC Imbalance Charge
Hourly Overrun(el

Hourly Scheduling Penalty(s6

SOC Imbalance Charge
Emergency COC lmbance Charge

(1)

$1 ,203

$730

$571

$242

$217

$189

$112

$58
(1)

(1)

Yes

Yes

Yes

Y€S(5)
Yes

Yes

Yes
Yes

Yes
Yes

Subtotal $3,322

Refunded ltemsl7) ($1 ,734)

Net $1,588

In simplified terms, EPNG invokes penalties at three different levels, namely (1) system

wide daily balancing penalties,23 (2) daily and hourly balancing penalties at individual

meters (i.e., MDO and MHO) and (3) more severe penalties during critical operating

conditions,24 that are declared by EPNG. While on any given day a customer can incur

penalties at all three levels, the actual charge is the highest of the three categories and

not the cumulative amount. As illustrated in Exhibit 2-1, the daily variance penalties25

and the charges at individual meters or taps (i.e., MDO and MHO), account for 75

percent of the total charges and penalties during the audit period. These items are

further discussed in the material below.

Exhibit 2-1. Additional Charges And Penalties Paid By Southwest Gas
During The Audit Period

(1) Excludes COC charges during the force majeure event of November 30, 2006 to December 2, 2006,
which are discussed in a subsequent section of this chapter.

(2) Maximum daily overrun at individual taps.
(3) Maximum hourly overrun at individual taps.
(4) Interruptible swing service.
(5) Complex.
(6) Fully or partially refunded item.
(7) Excludes interest.
Source: Southwest Gas.

23 This category can be divided into scheduling penalties that are authorized and daily variations that are
unauthorized.
24 Technically, there are two categories of critical operating conditions, namely the less severe Strained
Operating Condition (SOC) and the more severe Critical Operating Condition (COC).
25 After considerable effort by SW Gas and the other East of California customers these daily variance
penalties eventually were refunded at the end of the audit period.
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Actions By Southwest Gas
As previously noted, SW Gas has been proactive during the entire test period in taking

actions to either minimize or eliminate these additional charges and penalties. These

proactive efforts by SW Gas included:

• Intense efforts to have EPNG correctly assign or modify MDO and MHO levels
for various taps,
Efforts to revise various segments of the EPNG tariff, and
Judiciously increasing the level of premium services over time.

Penalties For Individual Meters
Under EPNG's new tariff the concept of no swing capability was transferred down to the

lowest possible level on the pipeline system, namely the individual meter. As a result,

any variance in either daily gas loads from designated levels at an individual meter

(MDO) or even hourly loads (MHO) at an individual meter resulted in a penalty under

EPNG's system. In addition, the MDO and MHO levels were assigned by EPNG based

upon an internal EPNG assessment that was derived from a historical usage algorithm.

Subsequently, it was proven that EPNG's assessment for several meters was in error.

Furthermore, this concept was extended downstream to each supply contract behind a

given meter,2° which made the implementation of the EPNG tariff even more complex

and operationally almost a nightmare. Lastly, the concept also was applied upstream to

the EPNG D-codes.27 As illustrated in Exhibit 2-1, the combined MDO and MHO

charges and penalties represent the largest single category of charges and penalties

and account for about 39 percent of the total before refunds and 65 percent of the total

after refunds.

Because of certain characteristics of the EPNG system, SW Gas, more than any other

East of California customer, is affected by the MDO and MHO provisions in the EPNG

tariff. This occurs because SW Gas takes gas from more points (i.e., taps) on the EPNG

system than all the remaining East of California customers combined." This unusual

situation is, in large part, an artifact of the full requirements era for the EPNG pipeline.

2s For example, if there were six separate supply contracts to provide gas to a given meter, then variances
for each contract would be tracked and these variances could result in additional charges and penalties.

In simplified terms a D-code is a group of meters that are usually within close geographic proximity.
28 SW Gas has approximately 215 taps on the EPNG system that have active EPNG telemetry and approxi-
mately 120 taps that Southwest reads on monthly basis (i.e., charts) with this data manually provided to
EPNG.
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During the full requirements era, EPNG was required to meet all SW Gas gas supply

requirements. As a result, when new communities emerged as part of the overall growth

within the state sw Gas would need additional gas supplies at a series of new locations

and EPNG would extend its system to these new locations and provide a new tap. At

the time having EPNG extend its system and incur the additional capital costs appeared

to be the preferred alternative to SW Gas extending its system to connect to EPNG and

incurring the capital cost. while EPNG was obligated to complete system extensions

even if it involved relatively small volumes and relatively small laterals, the net result was

that over time parts of EPNG began to appear more like a local distribution system than

an interstate pipeline, and sw Gas had a large number of taps on the EPNG system

An alternative approach, which is common to many LDCs, is to have a series of large

city Gates that take gas from one or more interstate pipelines at each city gate, and then

build downstream pipelines from these city Gates to the various load points for the LDC

while in hindsight now that the full requirements era has come to an end, it might be

considered desirable for sw Gas to have built a series of city Gates and associated

downstream pipelines, that is not what happened and it cannot be reversed - at least

economically

The other East of California customers are not faced with a similar situation. This is

particularly true of the Arizona electric utilities, which have large point loads that only

require a single tap for each point load. Furthermore, with respect to the MDOs for the

taps serving electric utilities initially the values assigned by EPNG for these MDOs were

based upon a historical usage algorithm, as was the case for SW Gas. Because most

Arizona electric loads have grown - in some cases substantially - the assigned EPNG

figure based upon historical usage was inadequate for most electric utilities (i.e., this

also was true for many SW Gas taps). However, this dilemma was rectified for most of

the electric utilities as a net result of the Santan pipeline" transfer. In simplified terms

when Salt River transferred the Santan pipeline to EPNG, Salt River was able to secure

an MDO that met the current full load requirements of  its power plant site

Subsequently, EPNG, in order not to discriminate among electric utilities, allowed most

of the electric utility MDOs to reflect the current full load requirement of the various

power plant sites. The same was not done for SW Gas and, as a result, there is a

Also referred to as the East Valley Lateral
See Docket No. RP05-422-024, Protest of Southwest Gas Corporation of El Paso MDO Procedures

Compliance Filing, January 28, 2008
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significant disparity among the East of California customers with respect to EPNG's

MDO provisions.3'

The combination of SW Gas being uniquely affected by EPNG's MDO and MHO

provisions and its overall desire to minimize additional charges and penalties has led

SW Gas to vigorously pursue correcting various flaws in EPNG's overall process of

assigning MDO levels and changing MDO levels wherever possible to represent current

SW Gas load conditions.

The number of actions taken by SW Gas on this matter is difficult to summarize because

of both the large number of actions and the enormous variety of actions taken, as the

circumstances for the nearly 335 SW Gas taps tend to be site specific. In general, this

process requires SW Gas to identify flaws with EPNG's MDO/MHO provisions and make

a filing with EPNG for a correction and/or a waiver of penalties. Each action can be a

rather lengthy process as (1) the burden of proof is on SW Gas, (2) hydraulic modeling

of the EPNG system is required in some cases, (3) the request and supporting

information usually has to be reviewed verbally with the EPNG staff, (4) a formal request

must be filed with EPNG and (5) a formal response must be received from EPNG.

With respect to the large number of actions taken by SW Gas, its Planning Department

maintains a three-inch notebook, which is nearly full.32 The material in this notebook

documents each of the requests made to EPNG on the MDO/MHO provisions and the

resulting outcome. To date SW Gas has been successful in obtaining MDO/MHO

increases at approximately 145 metering points, which has been a significant factor in

minimizing future charges and penalties. Exhibit 2-2 provides highlights for a few of

these actions.

As a practical matter while the charges and penalties associated with EPNG's

MDO/MHO provisions have been reduced by various actions by SW Gas, in the future it

is highly unlikely they will go away for SW Gas. This assessment is based upon the

following factors, some of which are unique to SW Gas.

so See FERC Order Dismissing Requests for Rehearing and Clarifying MDO Procedures issued December
20, 2007.
32 See Southwest Gas/E/ Paso Natural Gas MDO/MHO, which is retained by Southwest Gas' Planning
Department.
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Description Location D-CodelMeters

• Corrected MDO and MHO levels that were

incorrect."l

• Requested shifting MDO rights in order to
resolve apparent deficiencies on the EPNG
system that resulted in penalties during
January 2007 and that these penalties be
waived. Basically a request to allocate
unutilized MDO/MHO rights from a down-
stream meter to an upstream meter under

the 'walk the pipe' concept.(2l

• Requested revision to peak-day require-
ments for SW Gas on EPNG system at
individual meter levels, Required sub-
mittal of 2,748 data points. Request five
relatively new taps, excluded by EPNG, be

a d d e d )

• notified EPNG that because of maintenance
a meter would be out-of-service and loads
would shift to a second meter. SW Gas still
incurred penalties despite notification.
Subsequently, SW Gas requested a waiver
of penalties, which EPNG granted after
performing hydraulic modeling which
indicated that the requested shift in loads had

a positive effect.l4l

• Submitted bid for additional MDO/MHO
levels and challenges requirement to
demonstrate 'nameplate maximum burn
capability' (i.e., requirement), which primarily

pertains to electric generators.l5l

• Requested notification of hardware modifi-
cation in order to obtain at least meter
capacities equivalent to EPNG's original

MDO allocations.l5)

North Loop
Substation and
Ft. Huachuca

Bell Road City
Gate, Glendale
City Gate, Lateral
25 City Gate

Entire System

Duval City Gate

Numerous

Numerous

Meter No. 31682 in D-Code
475643 (DSWGN78) and
Meter No. 31692 in D-Code
475585 (DSWG HCH)

Meter Nos.. 31656, 30433,
and 30249.

New taps: Robson, Red,
New Whetstone, Arivaca
Junction, and 7E.

Meters No. 30657 and No.
31524 in D-Code 216811
(DSWG TUS).

Numerous.

Meter Nos.. 20-003, 20-006,
20-019, 20-024, 20-103, 20-
105, 20-142, 20-353, 20427,
20-496, 20-528, 20-594, 20-
612, 34-719, and 34-806.

Exhibit 2-2. Selected Example Of Southwest Gas' Efforts To Minimize
MDO/MHO Penalties

Energy Ventures Analysis, Inc SW Gas Rate Case
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Description Location D-Code/Meters

• Requested a combination of D-codes in
close proximity in order to better reflect

system flow requirements.(5)

• Requested a change to the MDO/MHO
among various delivery points and an
increase at another delivery point in order to
better represent system operations. While
the change was granted, SW Gas still
received penalties and subsequently had to

seek a waiver.(6)

• Increased MDO/MHO levels for meters in the
Tucson area in order to more accurately
reflect area growth and current load
conditions.(7l

• Increased MDO/MHO levels for meters in
the Phoenix area in order to more accurately

reflect area growth and current load
conditions.(B)

• Requested hydraulic modeling for
potentially constrained laterals and other
areas in order to identify where MDO
rights can be increased without impairing
system operations and what capital
improvements might be required to

alleviate such constraints.l9l

Yuma Lateral

Chandler No. 1
and Foothills Club

Tucson, AZ

Phoenix, AZ

Numerous

DSWG-N78 and DSWG-578,
DSWG YUM, DSWG COG,
DSWG YIR, and DSWG WIL.

Meters No. 30029 and 34790
in D-Code 216808.

Meters No. 30148, 30149,
and 31518.

Meters No. 30249, and
30433.

Numerous

Exhibit 2-2. Selected Examples Of Southwest Gas' Efforts To Minimize
MDOIMHO Penalties

(1)

(2)

(3)
(4)

(5)

(6)
(7)

See EPNG Notice ID: 6489

See Steve Williams memorandum dated January 29, 2007

See Richard Jordan memorandum dated December 30, 2006
See EPNG Notice ID: 6440

See Steve Williams memorandum dated May 31, 2006

See EPNG Notice ID: 6577
This is the net result of a relatively long and drawn out process from May 2006 to December 2007. On
average this resulted in a 50 percent increase

(8) This is the net result of a relatively long and drawn out process from May 2006 to December 2007. On
average this resulted in a seven percent increase

(9) See Richard Jordan memorandum dated June 18, 2007

Energy Ventures Analysis, Inc SW Gas Rate Case
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Large Number of Taps: SW Gas has a very large number of taps, which
among East of California customers is a feature unique to SW Gas

Current Load Profile: EPNG's historical usage algorithm does not reflect SW
Gas' current load profile at many of its taps and SW Gas was not granted relief
on this matter. which was done for the East of California electric utilities

Reticulated System Port ions of  the EPNG system are ret iculated
consequently loads between meters can shift, as a result of changing pressure in
other parts of the EPNG system. While SW Gas has no influence on such
system pressure changes and the net downstream result is that the scheduled
amount of load is unchanged, under EPNG's rigorous accounting oriented
MDO/MHO provisions SW Gas will still incur a penalty for that meter which had
higher than expected loads, and no credit for the meter with lower than expected
loads, even though the two variances are offsetting

EPNG Tars"Revisions
In addition to representing a major change in operational requirements, the new EPNG

tariff as originally proposed has been very difficult to implement for the East of California

customers and, in particular, sw Gas. SW Gas has been an active participant, and in

some cases the leading participant, in attempting to revise the new EPNG tariff to

reduce the difficulty in implementing it, to minimize its operational complexity and to

reduce the exposure to additional charges and penalties. while a thorough discussion

of these actions and a detailed examination of some of the relatively technical issues

involved in such actions is beyond the scope of this report, SW Gas has been very

active in the regulatory arena in seeking revisions to the EPNG tariff. This has involved

active participation in technical conferences, as well as rate case settlement discussions

Some of the results to date include

The creation of the 'dead band' for hourly scheduling, which helps minimize other
charges and penalties
The elimination of daily variance and hourly overrun penalties
The revisions of definitions for soc and COC conditions. as well as critical
parameters for these conditions (e.g., minimum and maximum line pack)
The rejection of EPNG's proposed set of non-critical condition penalties
The ongoing efforts to establish firm rights to the meter

This two meter example is a relatively simplified example. Under actual operating conditions the
variances caused by other operating conditions in a reticulated system can be relatively complex and involve
several meters. Furthermore, hydraulic modeling may be required to fully quantify the impacts

The 'dead band' concept creates a tolerance level for hourly scheduling of 200 Dth or 13 percent
whichever is higher

These are the penalties that were refunded at the end of 2007
See Docket No. RP07-511

Energy Ventures Analysis, Inc SWGas Rate Case
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• The creation of the MDO transfer concept, which helps minimize MDO/MHO
charges and penalties," and,
The ongoing efforts to have the flow requirements for meters in reasonable close
proximity to be treated as a group rather than individually.

These actions are in addition to SW Gas' continuing efforts to proactively notify EPNG of

maintenance conditions in order to avoid penalties and to continue hydraulic modeling in

an effort to enhance EPNG's assessment of constrained lateral systems.

Pram tum Services
Another area that SW Gas has pursued in order to minimize charges and penalties is the

judicious increase in the utilization of EPNG's more expensive premium services. When

these premium services were first proposed by EPNG there was uncertainty over their

exact cost and SW Gas had no relevant experience to assess the economic tradeoff

between (1) the higher cost for these premium services and (2) the potential cost of

additional charges and penalties. Once sw Gas had some operational experience with

the new EPNG tariff, it was able to assess the likelihood and magnitude of the additional

charges and penalties, and thus, the economic tradeoffs.

Exhibit 2-3 places into perspective the cost for EPNG's pipeline services over the audit

period.

As illustrated in Exhibit 2-3, historically SW Gas paid EPNG for its pipeline services

about $33MM. Based upon EPNG's initial proposal for its 2005 rate case the cost of

these services would have increased by a factor of two to three times, with the upper

end of the range based upon the assumption that all future pipeline services would be

the premium no-notice services. There was considerable uncertainty over the final rates

for the various services contained in the initial 2005 EPNG rate case.

Category Ill in Exhibit 2-3 provides a better indication of what likely was expected for

2006 (i.e., about $54 million). A key attribute of this Category Ill estimate is that it

assumes no premium services and it results in about a 65 percent increase in total

pipeline fixed charges over what had been paid historically.

As a result,

37 See Docket No. RP05-422.
38 See Docket No. Rp07-707.
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Category

Cost of Basic
EPNG Services

(Million $)
|. Actual 2005 annual fixed cost prior to placing into effect

on January 1, 2006 the rates emanating from the 2005
rate case filing.

$32.6

Estimated annual fixed costs based upon the initial
proposal for the 2005 rate case.

$70 to $99(1)

III. Estimated 2006 annual fixed costs assuming no FT-1
conversions and the loss of SW Gas legacy contracts.l2)

$53.9

IV. Estimated 2008 annual EPNG fixed charges after 1st
conversion to FTH-3 hourly service..3)

$52.0

v. Hypothetical 2008 annual EPNG fixed charges after 2nd
conversion to FTH-3 and FTH-8 hourly services.(3l

$53.1

VI. 2008 annual EPNG fixed charges after actual conversion
to FTH-3, FTH-8 and NNTH-3 hourly.(3)

$54.5

Exhibit 2-3. Historical Perspective On Southwest Gas' Costs For Pipeline
Services

(1) The higher figure reflects converting all existing FT-1 contracts to NNTH-3 (i.e., no-notice)
contracts.

(2) Legacy gas contracts are Article 11.2 vintage rate capacity.
(3) Based upon Settlement rates.

Source: Southwest Gas.

The Category IV figure in Exhibit 2-3 (i.e., $52 million) estimates what would be the 2008

fixed charges to EPNG and reflects SW Gas' first conversion to some premium services.

Subsequently, as part of the second conversion," SW Gas added some additional

premium services, which increased the overall estimate of the cost for 2008 to about

$53MM (i.e., Category v). Lastly, SW Gas is now testing the use of some no-notice

service in its portfolio of pipeline services which will raise the estimate for 2008 to about

$54.5 MM (i.e., Category VI). This is about 4.8 percent higher than the initial estimate

provided for 2008 (i.e., Category iv), but it does include more premium services.

Concerning the addition of some no-notice premium services for 2008, SW Gas' current

plan is to use this service for approximately a year and then to determine if the additional

cost is commensurate with its benefit, namely the capability to further reduce the other

charges and penalties.

39 As part of the Settlement with EPNG the East of California customers were allowed to convert the initial
pipeline services they selected in the 2005 rate case at very specific points in time, which were referred to
as the '1St conversion' and '2"" conversion'.
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With respect to the unit cost of the various pipeline services included in the various

categories contained in Exhibit 2-3, Exhibit 2-4 notes the unit costs for the various

pipeline services incorporated in Categories III through vi.

Iivuallqlawn Msumavllkuv

Overview
The largest category of charges and penalties were those that were incurred during the

November 30, 2006 to December 4, 2006 time frame, when well freeze-offs in the San

Juan basin resulted in producers curtailing supplies under force majeure provisions in

their supply contracts. while the specific events for this time frame are a little complex,

the end result for SW Gas was that it was assessed $3.4 MM in penalties by EPNG as a

result of this event.

Background
While temperatures had been relatively mild for most of November, a cold front quickly

moved through the Southwest at the end of November. As illustrated in Exhibit 2-5, this

cold front caused temperatures in the San Juan basin to decline about 42°F in

approximately 40 hours, with about 60 percent of the temperature decline occurring in

the last 18 hours. At the low point temperatures in the San Juan basin reached 5°F.40

This decline in temperature caused a loss of production in the San Juan basin, which

occurred as a result of the condensate in the gas stream freezing and then plugging flow

lines. As illustrated in Exhibit 2-6, average daily flows out of the San Juan basin into the

EPNG system were reduced approximately 0.5 BCFD between November 28 and

November 30, 2006. As a point of reference, reductions in supply to the EPNG system

from the Permian basin were about 0.4 BCFD. By comparison the absolute temperature

in the Permian basin, while having declined significantly, only reached 24°F at its low

point.

This loss of supply from the San Juan basin caused line pack on the EPNG system to

drop dramatically and exceeded the low threshold point for strained operating conditions

(SOC), as illustrated in Exhibit 2-7. This placed the EPNG system in a critical operating

condition (COC), which is a very serious event for any pipeline.

40 A similar phenomenon occurred in the Permian basin, where temperatures declined about 48°F in
approximately 16 hours, but the low temperature was only 24°F.
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Actual 1/1/06 CDs

Annual Billed
Quantity
(MDth)

Effective Rates as of
Jan. 1, 2006 (subject

to refund)
Unit Cost

($/Dth)
Legacy 11.2.a contract 2,045 9.3637
FT-1 Block 780 9.3637
FT-1 Exp 2,0t4 9.3637
FT-1 1903 892 9.6931

Actual Nov. 2006 - Oct. 2007 CDs
Quantity
(Moth)

2008 Rates
($/Dth)

Legacy 11.2.a contract 2,363 8.4659
FT-1 Block 780 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 704 9.6786
FTH-3 1 ,261 9.8398
FTH-8 0 15.5095

Proposed Nov. 2007 - Oct. 2008
CDs
Without NNTH-3

Quantity
(MDth)

2008 Rates
($/Dth)

Legacy 11.2.a contract 1 ,981 8.4659
FT-1 Block 361 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 442 9.6786
FTH-3 2,276 9.8398
FTH-8 48 15.5095

Actual Nov. 2007 Oct. 2008 CDs
With NNTH-3

Quantity
(MDth)

2008 Rates
($/Dth)

Legacy 11.2.a contract 1,981 8.4659
FT-1 Block 361 9.2071
FT-1 Exp 608 9.2071
FT-1 1903 442 9.6786
FTH-3 1 ,026 9.8398
FTH-8 48 15.5095
NNTH for FTH-3 1 ,250 10.9196

Exhibit 2-4. Unit Costs For Selected EPNG Pipeline Services

Cateqory Ill

Cateqory IV (Conversion 1)

Category v (Conversion 2)

Cateqory VI (Add NNS)
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Exhibit 2-5. Hourly Temperatures At Four Corners Regional Airport,
Farmington, NM - November 28-December 2, 2006
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Exhibit 2-6. EI Paso Natural Gas Historical Activity
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Exhibit 2-7. EI Paso Natural Gas Linepack
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The speed at which these events occurred - namely the decline in temperature, the loss

of San Juan production and the decline in EPNG line pack - appears to have caught

almost everyone involved within the southwestern gas industry by surprise.

This rapidly moving cold wave also impacted the major load centers for SW Gas, which

in turn caused gas demand to spike. As illustrated in Exhibit 2-8, temperatures in

Phoenix declined about 18°F in approximately 15 hours to just above freezing, while in

Tucson the temperature declined about 28°F in approximately 15 hours to below

freezing (i.e., about 27°F).

Impact On Southwest Gas
The net result on SW Gas of this rapidly moving cold front was (a) that gas demand

spiked well beyond forecasted volumes and (b) producers in the San Juan basin invoked

force majeure provisions after Southwest Gas had scheduled its gas supplies. Under

the rigid requirements of the new EPNG tariff this resulted in SW Gas being assessed

$3.4 MM in penalties, although the figure could have been higher (i.e., about $7 MM) if it

had not been for earlier proactive initiatives by sw Gas and other East of California

customers. In addition, subsequent initiatives would have had the net effect of reducing

these penalties about 85 percent if the same set of conditions were to occur today. The

various components of this event are discussed as separate items in the following

material.

Forecasting And Scheduling Loads

While the primary driver of the subject penalties was the lost production due to the well

freeze-offs, load forecasting and scheduling were a part of the overall set of events that

occurred during this time frame. Exhibit 2-9 summarizes the various forecast, nomina-

tion and scheduling events for November 30, 2006. As illustrated, actual consumption

by SW Gas customers on November 30 was approximately 28 percent, or 108,000 eth,

greater than the initial forecast for that day.

Energy Ventures Analysis, Inc. 2-22 sw Gas Rate Case
Docket No. G-01551A-07-0504



Exhibit 2-8. Temperature Profile For Major Southwest Gas Load Centers

Hourly Temperatures
Sky Harbor International Airport, Phoenix Az

Nov. 28 - Dec. 2, 2006
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Description
Amount
(000 Dth) Date Hour

Temperature (°F)

Phoenix Tucson
San Juan

Basin

Initial Forecast

Preliminary Nomination

Scheduling
Cycle 1
Cycle 2
Cycle 3
Cycle 4

Final Schedule

Final Used

380

397

341
341
392
417

334

488

11/28
11/29

11/29
11/29
11/30
11/30

9:30 a.m.
4:00 p.m.
8:00 a.m.
3:00 p.m.

54-63
45-57

51
55

38(1)
54

43-68
44-57

52
55

27(1)
50

39-51
27-41

26
28

10")
31

Exhibit 2-9. Summary Of Gas Loads During The Force Majeure Event

(1) Low temperature for Phoenix occurred at 7:00 a.m. (37°F), for Tucson at 6:00 a.m. (21°F), and for the San Juan
basin at 7:00 a.m. (5°F).

Source: Southwest Gas memorandum from Larry Black dated January 30, 2007 and NOAA.

While it may be difficult to chastise SW Gas management for this disparity in light of the

rapidly changing weather conditions, no LDC likes to see actual consumption exceed

forecasted levels by 28 percent, even under adverse weather conditions. This includes

SW Gas, which subsequently set up a multi-department task force" to both audit the

events of this period and investigate ways of improving its forecasting system. As a

result of this task force the following actions were taken:

• Weather Services: Historically SW Gas had subscribed to a single weather
forecasting service. Starting in 2007 it began subscribing to two weather
forecasting services in order to obtain an additional viewpoint on the outlook for
weather even though this is an additional expense. A key feature of the
additional weather service is that it provides two updates to its initial weather
forecast for a given day. The historical weather service only had provided a
single weather forecast for each day.

• GasDay Model: SW Gas contracted with Marquette University to investigate
and make improvements to the GasDay model that was applicable to SW Gas.

The Daily Forecasting Accuracy Improvement Task Force was established in December 2006 and
consisted of members from Staff Engineering, Central Gas Dispatch, Gas Purchases and Transport, and
Demand Planning. The task force met on a monthly basis through the end of the audit period (i.e.,
December 2007) and reviewed a number of topics and alternatives for improving SW Gas' daily gas
forecasting system .

41
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Among the improvements made to the model, as a result of the multi-step
program conducted jointly with Marquette University, was the incorporation into
the model nonlinear relationships between consumption and heating degree days
at extreme temperatures.42

• Other Items: The task force also investigated and implemented the usage of
several other supporting analytical techniques to the Gas Day model. These
include the use of (1) scatter plots and (2) the development of 24-hour load
curves for incremental heating degree days. The latter, which could help
facilitate with mid-day corrections during the later scheduling cycles, required the
receipt of hourly data from EPNG.

Curtailed Gas Supplies
By far the most significant factor behind the penalties assessed for SW Gas during the

force majeure event was the curtailment of natural gas production in the San Juan basin.

The latter occurred because of the rapid decline in temperatures in the basin which

caused a large number of well freeze-offs. while total lost San Juan production on the

EPNG system was about 0.5 BCFD, for SW Gas the difference between Cycle 4

scheduling and delivered San Juan supplies was approximately 83,000 Dth.43 The latter

is likely the best indicator of lost supply for SW Gas. Furthermore, even if SW Gas had

scheduled a higher level of gas supply, it is doubtful that overall supplies would have

increased appreciably, as the well freeze-off conditions were epidemic throughout the

basin. Instead the amount of curtailed production for SW Gas likely would have

increased under a scenario of an even higher level of scheduled supplies by SW Gas.

Under the EPNG system, SW Gas initiates the scheduling process by sending its

detailed meter specific scheduling information to EPNG at the designated time (i.e., in

this situation Cycle 1 schedules were submitted at 9:30 a.m. on the previous day, see

Exhibit 2-9). However, the gas is not officially scheduled at that time, as then EPNG

must initiate its confirmation process. Included in this confirmation process is the

obtaining of information from the various suppliers as to how much gas supply they will

provide at each meter. If the figures provided by SW Gas and the specified suppliers

match for a specific meter, then the gas is scheduled. However, if there is a difference,

then EPNG notifies SW Gas, which must then begin to initiate corrective action. This

process is not instantaneous, as the contact and communication between the various

42 See "Excerpts from Demand Planning's Monthly Reports" and "Proposal for the Forecast Model Enhance-
ments Project at Southwest Gas Corporation" prepared by Marquette University dated April 9, 2007.
43 As noted in Exhibit 2-9 Cycle 4 scheduling was about 417,000 Dth. Actual gas delivered by SW Gas was
about 333,900 Dth, with the difference being approximately 83,000 Dth, which equated to approximately
0.08 BCFD
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parties takes some time. As a until EPNG provides SW Gas with final

confirmation of what gas supplies have been scheduled, SW Gas, like other EPNG

customers, is in the dark as to actual scheduled quantities of gas and can only use its

submitted schedule as an estimate.

result,

During the November 30, 2006 event the flow of information was far from instantaneous,

as a result there was both a lack of sound information on the status of scheduled gas

supplies and uncertainty over conditions in general. This was particularly true for

scheduled supplies from producers, as notification times by producers of their inability to

supply contracted quantities of gas supplies varied with some producers declaring force

majeure conditions much later than others. The rapid changes in the weather also

caught the producers off guard, some of whom attempted to compensate for the loss in

production from a given well with production from another well. However, eventually the

problem became too great and the producers were forced to declare force majeure and

some of these force majeure notifications did not materialize quickly.44'45

By the time Cycle 4 scheduling had occurred, SW Gas had scheduled virtually all of its

San Juan basin capacity from firm contracts and had turned to obtaining and scheduling

spot supplies from the Permian basin, where well freeze-offs also had occurred. In

hindsight it is almost ironic that after all the documentation on scheduled gas supplies

finally was received that it was the firm contract supplies from the San Juan that were

curtailed, while the spot gas supplies from the Permian were, for the most part,

successfully delivered."

Observations

Both the severity of the weather and its rapid change appears to have caught most of

the southwestern gas industry off guard, with well freeze-offs forcing producers to

declare force majeure conditions, particularly in the San Juan basin. From the

perspective of sw Gas, the gas supplies available to serve its customers were limited no

matter how much gas it scheduled. SW Gas was limited in its ability to respond to these

unusual and rapidly changing events because of the lack of timely receipt of information

44 Based upon discussions with SW Gas management.
45 Among the producing basins in the U.S. the San Juan basin is relatively unique, because of the large
number of wells in the basin (i.e., there are about 35,000 wells in the basin of which about 27,000 are
producing), which makes scheduling and confirmation of scheduled gas supplies even more difficult.
6 See Larry Black memorandum dated January 30, 2007.
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from EPNG and the suppliers. In addition, it appears that even if SW Gas had received

this information on a more timely basis, it is doubtful SW Gas could have obtained a

significant increase in gas supplies, as the entire region was under the equivalent of

emergency conditions. Despite these mitigating factors, under the newly instituted

EPNG tariff SW Gas was required to pay $2.1MM in penalties, as a result of the events

for November 30, 2006.47

With respect to the penalties they could have been nearly double this amount if SW Gas

and the other East of California customers earlier had not prevailed on eliminating the

Daily Overrun Charges." In addition, a subsequent Rate Case Settlement would reduce

the amount of this penalty by 85 percent if these exact conditions were to repeat

themselves in the future.49

With respect to avoiding losing access to gas supplies under future force majeure

conditions, independent of concerns about penalties, the only realistic alternative

appears to gain access to market-area storage. Unfortunately, none exists within

Arizona at the current time. Gaining access to production-area storage could help

mitigate supply concerns, particularly on the second day of the event. At present the

only production-area storage in the region is in the Permian basin. Unfortunately, the

amount of such storage capacity is limited and the standard terms and conditions for

such capacity are restrictive. Concerning the latter, both of the two key production-area

storage facilities in the Permian basin require that any change in initial nominations for

gas to be withdrawn from these storage facilities occur prior to the Cycle 1 scheduling

time for EPNG. As a result, access to capacity from these facilities, if it had been

available, would not have enabled SW Gas to get additional gas supplies on the first day

of the event.5° The issue of future access to storage capacity is discussed further in the

recommendations section of this report.

47 This assessment focuses on the first day of the four day event, namely November 30, 2006. Events for
the second day, namely December 1, 2006 were similar and resulted in additional penalties of $1.2MM.
EPNG finally lifted the declaration of strained operating conditions (SOC) at 7:23 a.m. on December 4, 2006.
The initial declaration of SOC occurred at 6:38 a.m. on November 30, 2006. Within this time frame critical
operating conditions (COC) were declared from 11:22 a.m. on November 30, 2006 to 8:51 a.m. on
December 3, 2006.
4a Technically the elimination of the Daily Overrun Charges had been agreed to, but not yet implemented
formally. However, EPNG waived the additional cost associated with the Daily Overrun Charges.
49 February 6, 2008 conference call with SW Gas management.
50 For the Enstor's Gamma Ridge storage facility changes to nominations must occur before 11 a.m. on the
first business day preceding the day on which such change is to take place (i.e., on November 29 for gas
delivered on November 30). For Chevron/Unocal's Keystone storage facility the requirement is before 9
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Lastly, the events of November 30, 2006 to December 4, 2006 represent the first time

SW Gas had to adapt to a force majeure event without a full requirements contract with

EPNG.

Dther Related Items
There are a few other items that merit discussion in this chapter even though they are

either technically not part of the audit period or not directly part of the EPNG system.

DInl4llMallHaII

while for most LDCS it is desirable to connect to two or more interstate pipelines in order

to diversify both access to supply and gas transportation capacity, in the case of SW

Gas historically this has not been an alternative. However, in the future because of the

proposed expansion of the Transwestern system, as a result of its Phoenix Lateral

project, SW Gas will have the opportunity, albeit a limited one, to diversify its future

transportation portfolio. Such diversification would help reduce SW Gas' dependence

upon EPNG and its somewhat restrictive tariff.

The expected route for the Phoenix Lateral, which currently is scheduled to be

completed in 2008, is primarily to the west and south of Phoenix and, as a result, it does

not overlap significantly the EPNG system, which would an the ideal circumstance for

SW Gas. Key factors in the selected route for the Phoenix lateral appear to be the

immense difficulty in gaining right-of-way in the heavily populated areas to the west of

Phoenix and a choice to divert the route around the White Tank Mountains. SW Gas

has subscribed for capacity at the Sun Valley North, Sun Valley South, New Florence

and Gilbert meter stations on the Phoenix Lateral project, as illustrated in Exhibit 2-10.

The capacity at these locations primarily will be to serve future growth for SW Gas as

each meter is close to master planned communities that are in the process of being

developed. Currently there is no EPNG service to these areas.

a.m. on the day such change is to take place. Source: Excerpts from the operating statements for (1)
Enstor's Gamma Ridge project and (2) Chevron/Unocal's Keystone project.
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Tap Location

Capacit.f Commitment in Dthlday

Nov-Mar Apr-Oct
Annual

Average
Sun Valley-North 4,350 340 1 ,999
Sun Valley-South 8,390 660 3,858
Rainbow Valley 10,760 4,451
New Florence (Santan) 3,430 1,419
Germany Santan 47,090 19,481
Gilbert Santan 980 405

Total 75,000 1,0o0 31,613
Source: Mr. William Moody memorandum to the Arizona Corporation Commission dated February 22,
2006.

Exhibit 2-10. Southwest's Capacity Commitment To Transwestern's
Phoenix Lateral

In addition, SW Gas has subscribed to capacity on the Phoenix Lateral at the Rainbow

and German meters, where currently EPNG also has meters. As a result, service at

these two points51 will be in direct competition to existing EPNG service and if the most

economic alternative could allow sw Gas to displace service previously provided by

EPNG and potentially avoid exposure to penalties at these two points. Unfortunately,

these are the only two points with such potential overlaps and thus competition exists.

Lastly, there has been some discussion of moving the Sun Valley north meter to the

north and east, if the Phoenix LateraI can be rerouted. If this were to occur, SW Gas

would be able to displace current EPNG services at this revised location.

Independent of the fact that the force majeure events of November 30, 2006 through

December 4, 2006 resulted in penalties being assessed against SW Gas, which is an

undesirable event, probably the more significant issue is the potential threat to providing

adequate service when a similar force majeure event occurs in the future. Under such

conditions SW Gas may not be able to have access to adequate gas supplies to meet

customer demand. The decline in the EPNG linepack during the November 3052,53

51 These two meter points account for about 75 percent of SW Gas' capacity on the Phoenix Lateral.
This issue of well freeze-offs under unusual weather conditions and the subsequent curtailment of

production is not unique to Arizona. While hopefully such events will be rare, they can happen and storage
is the key tool to compensate for such an event. For the U.S. as a whole the classic examples are: (1) the
winter of 1976/1977 and (2) the winter of 1989/1990, when ice flows occurred 12 miles out into the Gulf of
Mexico (i.e., see EPRI, U.S. Natural Gas Industry: Impact of the Winter of 1989/1990 (OCSP-7102),
January 1991).
53 Force majeure events have happened in the past in the San Juan basin and very likely will happen again,
although predicting the timing of such future events is nearly impossible. Factors that make the San Juan

52
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event was alarming (i.e., see Exhibit 2-7) and SW Gas because of its 'obligation to

serve' and its inability to fuel switch54 is probably the most sensitive East of California

customer to such a phenomenon. While there are few things SW Gas might do to

mitigate the impact of a future force majeure event, the primary vehicle for protecting

against such circumstances and ensuring SW Gas meets its 'obligation to serve' is to

gain access to market-area storage. While currently no market-area storage exists in

Arizona, it is possible that some market-area storage could be developed in the future.

Since the development of market-area storage likely will be done by third-party

developers because the financial costs may be beyond SW Gas' capabilities, it is

suggested that the Arizona Corporation Commission (ACC) may want to consider the

following items:

• Project Promotion: The ACC may want to consider adopting even more
proactive policies for the development of market-area storage in Arizona than the
policies on this subject have been previously set forth.55 While it is realized that
there are pros and cons to developing such policies, a more proactive position by
ACC is suggested. This could include:

(1) definite pre-approval for the cost-recovery associated with subscribing to
capacity for such projects,

(2) a stipulation the likely increase in costs associated with having access to
market-area is in the best long-term interest of customers (i.e., similar to
an insurance policy to ensure that the 'obligation to serve' is met under
adverse circumstances)56 and

(3) potentially providing incentives for the development of market-area
storage.57 In making these suggestions it is realized that any potential
market-area storage projects must meet two key thresholds, namely that
the storage project is technically sound and that it is financially viable.
Also, it is realized that meeting these two threshold requirements will be a
challenge and that off-the-wall projects that might be proposed by various
promoters are not acceptable.

basin vulnerable to well freeze-offs are (1) the very large number of wells in the basin (i.e., about 35,000 in
total), (2) the fact that many of these wells are condensate rich and (3) it can get very cold in the basin (e.g.,
5 F).
54 Many electric utilities can either directly or indirectly switch to alternative fuels to run their plants, when
gas supplies are curtailed. Direct fuel switching involves the use of distillate to fuel the plant, even if just for
a single day, while indirect fuel switching involves the use of purchased power on the grid to replace lost
g5as-fired generation.

See "ACC Policy Statement Regarding New Natural Gas Pipeline and Storage Costs" dated December
alB, 2003.
56 The ACC could work with East of California customers to establish tolerable bands of cost increases for
such 'insurance policy' projects.
57 The incentives could be recoupable depending upon the success of the project.

Energy Ventures Analysis, Inc. 2-30 SW Gas Rate Case
Docket No. G-01551A-07-0504



• Copper Eaqle: While, in general, the ACC cannot be biased towards any
specific market-area storage project, the Copper Eagle site may be an exception
because of the very limited alternatives in Arizona.5 The suggestion is that the
ACC may want to consider either directly or indirectly obtaining an option on the
Copper Eagle site and thoroughly investigating the historical challenges to this
project. Such a thorough and unbiased investigation could establish that the
Copper Eagle site is a viable storage site that has characteristics that are similar
to many, if not most, of the existing storage facilities in the U.S.

While no one likes to dwell on worst case scenarios, the potential consequences of the

combination of inadequate supplies due to a major well freeze-off event and the lack of

access to market-area storage can be significant for the region. in the worst case

sections of the sw Gas system likely would lose pressure, which could cause pilot lights

to go out. Relighting a large number of residential and small commercial pilot lights is a

signif icant undertaking, which could require action by both SW Gas and state

institutions. Similarly, brown outs for electric power could emerge as a result of some

gas-fired electric units not being able to either fuel switch or obtain adequate purchased

power. The region's sensitivity to the latter has increased significantly as a result of the

large amount of gas-fired generation that has been built in Arizona in the recent past.59

With respect to items that could be done in the interim until market-area storage

becomes available, the following should be considered:

• New Acc Policy: Because the natural gas load for electric utilities in Arizona is
large and many of these electric utilities have the ability to fuel switch, particularly
during periods of constrained gas supplies, it is suggested that the ACC actively
pursue developing both a policy and a coordinating committee of industry repre-
sentatives that would promote the swapping of gas supplies during future periods
of curtailed gas supplies. Such a policy would go a long way to ensure that
residential gas demands are meet under such conditions and that the 'obligation
to serve' is meet. There will be cost issues involved in such a policy - for
example, if an LDC receives gas supplies scheduled by an electric utility under
such a crisis mode, the LDC would have to compensate the electric utility at its
cost for an alternative fuel (i.e., distillate and/or purchased power). In addition,
the committee would have 'to be a 'standing committee' that is capable of
assessing viable alternatives and enacting them quickly once the crisis
conditions emerge. Other regions have had success with such efforts. For
example, historically the state of Texas has had such a 'standing committee' to
respond to well freeze-offs and this committee has had some success in dealing
with such events. Similarly, in the New England region efforts to establish and

se In general, the geology of Arizona significantly limits the potential sites for developing storage.
59 During the winter of 1989/1990 interstate pipelines were forced to curtail firm transportation and there
were rolling blackouts among some electric utilities. See EPRl, U.S. Natural Gas industry: Impact of the
Winter of 1989/1990 (OSCP-7102), January 1991 .
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encourage coordination between
$U00€$$_60

LDCs and electric utilities has had some

• Diversify Supplies: It is recommended that SW Gas carefully track the
likelihood of LNG imports entering the Southwest gas markets and consider
gaining access to such supplies, in an effort to diversify its gas supplies and
reduce its dependence on San Juan basin gas supplies. Any such effort should
be evaluated carefully as there are cost issues involved with obtaining such
supplies, as well as infrastructure issues. Concerning the latter, these LNG
imports likely will be transported via the Baja pipeline to Erhenberg, which over
time likely will make Erhenberg a liquid point for these gas supplies. However,
sw Gas will still have to work with EPNG to obtain back haul capacity and a
reasonable rate for such capacity.

Rolilnds
while the subject of refunds is discussed more fully elsewhere in this report, it is noted

briefly noted here for completeness. As illustrated in Exhibit 2-1, during the audit period

SW Gas did incur $3.3MM in additional charges and penalties. However, SW Gas also

received $11.2MM in refunds during 2007 (i.e., see Exhibit 2-11) of which approximately

$1.9MM represents refunds of additional charges and penalties." As previously noted,

obtaining these refunds for the various additional charges and penalties required a

considerable proactive effort by SW Gas.

llIvlLgulallhl4IIavl¢ll4l1lIIIllliur.¢
During the audit period, SW Gas provided service to between 80 and 100 transportation

only customers (i.e., SW Gas' T-1 tariff). These transportation customers, which receive

supply at about 200 SW Gas meters and are primarily industrial firms, are supposed to

arrange for their own gas supplies and interstate gas transportation capacity to the

appropriate SW Gas city gate or tap and then pay SW Gas a fee for transporting the gas

on its system. This concept emerged during a period in the industry when it was thought

that this option for industrial customers would promote flexibility in obtaining gas supplies

and thus, aid in reducing the overall costs of end user gas supplies. while the merits of

this concept may have been sound during the 'full requirements' era for the EPNG

so See EPRl,Natural Gas and Electric industry Coordination in New England (TR-102948), November 1993.
61 The Energia Costa Azul degasification project (i.e., one BCFD) is under construction and scheduled to
come online about March 2008. In addition, the projects developers have contracted for LNG supplies with
indonesia's Tangguh facility (i.e., online 2008 and 2009) and Russia's Sahkalin Island project (i.e., online in
2008 and 2009). Supplies for the latter likely will be replaced by LNG supplies from Australia's Gorgon
facility once it comes online (i.e., estimated to be 2012 or 2013). Only a portion of these LNG supplies will
be transported to the U.S., as some LNG supply will be consumed within Mexico.
62 The $1 .HMM figure includes an estimated allocation of interest of $132,000.
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Category

2006 EPNG
Settlement

Refund ($000)

2007 EPNG
Settlement

Refund ($000)
Total

($000)

Reservation Charges
Daily Volume Penalty
IHSW Charges
Unauthorized Daily Overrun Penalty
Unauthorized Hourly Overrun Penalty
Usage Charges
Scheduling Penalty
MDO/MHO Penalty

Creditsl2l
Interest

$4,687
$237

$83
$69

$1
$66

$2
$44

($33)
$532

$4,016
$967
$138

$79
$111
$36
$40

($37)
($91)
$259

$8,703
$1 ,204

$221
$148
$112
$102

$42
$7

($124)
$791

Total (3)$5,689 (3)$5,519 (3)$11 ,208

Exhibit 2-11. EPNG Refunds To SW Gas For Arizona Operationsm

(1) Also, there were $1 .HMM in refunds associated with SW Gas' Nevada and California operations.

(2) Credits include demand charge and capacity release credits.

(3) Figures may not add due to rounding.

pipeline, they create a number of problems under the new EPNG tariff. Among these

problems is that variances in even hourly gas loads for these transportation only

customers can result in additional penalties for SW Gas. while the additional charges

and penalties attributable to these transportation only customers should be allocated

back to them,63 such a tracking system takes considerable effort. While the basic

components of this concept already have been addressed by SW Gas,64 it appears that

overall this concept may not have been SW Gas' highest priority in light of all the other

items to which SW Gas management had to adapt as a result of the new EPNG tariff.

While no LDC likes to irritate its customers, going forward it is recommended that SW

Gas become much firmer with these transportation only customers and require detailed

documentation of both gas supply contracts and interstate capacity contracts, even if

merely interruptible capacity contracts. In addition, SW Gas should increase its

capability to monitor hourly gas flows for these customers65 and allocate EPNG penalties

ea One example emerges from the $2.1MM of penalties incurred by SW Gas on November 30, 2006 as a
result of the force majeure event. Approximately $121 ,000, or six percent, of these penalties were the result
pf actions by transportation only customers. See Larry Black memorandum dated January 30, 2007.

See ACC Docket No. G-01551A-06-0746 Decision No. 69668.
65 There likely will be cost-benefit tradeoffs for some of these customers, as the cost to monitor their gas
flows may exceed the benefit of tracking them. This is a judgment call that should be left up to SW Gas
management.
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resulting from any variance in gas flows caused by these customers. This type of

compliance enforcement likely will be an irritant to some transportation only customers,66

but under the new EPNG tariff it has become a necessity - otherwise the remaining SW

Gas customers will be unfairly charged for the actions of others.

while SW Gas has accomplished some of the above items for some transportation only

customers, in the future it needs to push forward for 100 percent compliance of the

above items. It is realized this more aggressive compliance approach likely will cause

some transportation only customers to return to being regular SW Gas customers, as

there is considerable effort required on their part to be fully responsible for all aspects of

gas supply, except for the final transportation element on a LDC.

he In hindsight some of these transportation only customers may have, in essence, received a free ride with
respect to obtaining their own gas supplies, because of the lack of enforcement by SW Gas. The transition
for these types of transportation only customers may be very difficult and potentially costly.

Energy Ventures Analysis, Inc. 2-34 SW Gas Rate Case
Docket No. G-01551A-07-0504



GAS PRDGUREMENT

Overview

This section of the report examines:

(1) Southwest Gas' gas procurement strategies and conclusions about their
effectiveness,

(2) the resulting gas prices and their prudence,

(3) Southwest's internal procurement policies and procedures along with a number
of management recommendations for improvement,

(4) an audit of the quantities and volumes of the Monthly Bank Balance Statements
versus the eTa" amounts, and

(5) an audit of selected transactions vis-a-vis Southwest Gas' policies and
procedures along with a number of management recommendations.

One of EVA's core analysis methodologies was based on a bottom-up evaluation of the

transaction data of the GTS system. GTS breaks out each and every unique supplier

contract at the daily level of the audit period (totaling more than 19,300 line items) for

volumes scheduled by Southwest's gas buyers. Many of the exhibits include the

subtitle, "Based on Audit of Transaction Data", and subsequently this refers to EVA's

analyses of the GTS database.

1 Gas Transaction System is Southwest Gas' internal deal capture system.
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In addition, Southwest's internal documents were reviewed. Onsite meetings occurred

over three days in mid-January 2008 including monitoring of the next-day gas

acquisition, nominating and scheduling processes on EI Paso Pipeline, as well as

various follow-up teleconference calls and further data requests. The selection of

specific transactions that were audited is discussed in that f inal section. EVA

conclusions and recommendations are summarized in the Executive Summary.

Gas Supply Strategy
EVA believes that Southwest Gas' gas supply strategies were prudent and reasonable

during the audit period covering September 2004 through April 2007. The key elements

of Southwest Gas' portfolio supply strategy have essentially remained the same since

the testimony of William Gehlen to the Arizona Corporation Commission (ACC) on July

26, 2005 covering the period September 2003 through August 2004, and as described in

a report by Ralph E. Miller submitted by Southwest Gas to the ACC in July 2006. The

three key elements of Southwest Gas' supply strategy can be summarized as:

• Arizona Price stability Purchases (APSP): The APSP is caseload fixed priced
gas purchased in the months proceeding the November through March high
demand season. Southwest Gas attempts to meet 100% of expected minimum
load for next winter with this type of gas and about 50% of total annual supply.
The objectives of the APSP are to pay more for firmness of supply and stability of
price. The audit found that APSP gas was purchased from 3 to 23 months
forwards of the physical flow month. The majority of gas is purchased from two
San Juan Basin receipt points - Bondad Station and Blanco - since San Juan in
theory tends to be lower priced than Permian.

• Index, or Term, Purchases: This element of the gas supply portfolio stands
ready to meet variable and unpredictable load. It is also mostly firm supply with
swing volumes and prices that float on published indices to be used for peaking
demand. Supply is diversified by adding delivery receipt points at Permian
Keystone and f inally at Waha (being the most expensive traditionally).
Southwest Gas models warm, normal, and cold temperature scenarios for the
load forecast and includes scenarios that prepare for the all-time peaks.

• Spot and Interruptible Purchases: This element includes spot purchases for
the next day or short time Windows and includes interruptible gas that is relied
heavily upon during the summer months. The summer months are the lowest
demand season for Southwest's customers and there is high probability that the
interruptible gas will not be cut during the summer. Also if interrupted during the
summer, replacement supply is typically easily available from the marketplace.

2 More discussion of this practice follows in the Policies and Procedures section
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Portfolio Element
Volume (mmBtu)

$value (8000)

Spot Total
39,157,971 173,696,402

22.5% 100-0%
245.9t7 $ 1,1.32,94€1

21.7% 100.0%

Fixed Index
100,1174753: 34,420,378

.57 .e% . 19.8%
852,443 $ 234,581.$

57.8% 20.7%

Receipt Point .
Volume (mmBtu)

$Value ('000)

San Juan Permian
152,644,841 . 14,040,650

87.9% . . ..8.1.%
983531 $ 91 ,504 $

86.8% 8.1%

Waha Total
7,010,611 ,173,696,'10:

4.0% . 100.0%
57,906 $ 1.,t32,94f1

5.1% 100.0%

Exhibit 3-1 summarizes Southwest's use of the three supply elements during the entire

audit period. Southwest did follow gas supply strategies that were similar to both its

intended strategies and to past strategies, as stated in various Southwest documents

submitted to the Commission. The total scheduled volumes of 173,696,102 mmBtu

were based about 58% on fixed price supply, about 20% on floating index price supply,

and 22.5% on spot/interruptible purchases over the entire audit period. The resulting

value of $1,132,941,000 was about 58% on fixed price supply, about 21% on floating

index price supply, and more than 21% on spot supply. Southwest gas supplied and

diversified its gas portfolio from the potentially least expensive gas receipt points with

88% of the volume from the San Juan Basin, 8% of supply from the Permian Basin, and

4% from Waha.

Exhibit 3-1. Summary Of Gas Supply Portfolio, September 2004-April 2007
(Based on Audit of Transaction Data)

I

Southwest's heavy reliance on the APSP as the largest component of its portfolio supply

strategy appears prudent to compensate for its lack of access to storage capacity, a

critical tool that most LDCs use to manage volatility and meet seasonal demand.

Market-area storage is the key infrastructure component that achieves balancing

between sudden load and pipeline flow changes, and other exogenous events such as

pipeline problems or supply force majeure. While there is a wide range of practices

among utilities, one study showed that U.S. LDCs purchase forward caseload supply to

meet some 60-80% of their current year load requirements and also use forward supply

to meet between 15-30% of their next year's requirement.3 SWG's policies prohibiting

3 National Rural Electric Cooperative Association, 2002.Strategic Fuel Supply Guide, Project 01-39.
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Fixed Index Spot

the outright sale of excess gas to third parties also prevents any greater reliance on the

fixed price caseload element.

Southwest's use of the other two supply elements is an attempt to diversify its supply

portfolio sufficiently with inverse characteristics than the firm caseload characteristics

The term or index purchases are essentially options that give SWG the right but not the

obligation to call on firm gas supply for a very small premium over index of up to several

cents per mmBtu. Likewise the use of spot gas and interruptible gas helps Southwest

diversify its supply portfolio with elements that can be tapped when the economics are

attractive. These three elements appear to have served sw Gas well to meet its

commitment to serve its regulatory load.

Exhibit 3-2 shows the results of SW Gas' supply strategy during the audit period as

actual purchases by supply element varied seasonally and monthly. APSP fixed price

supply varied from 47 to 84% of the total during the winter months of November through

March, and fell to 28 to 67% of the total portfolio during the shoulder and summer

Exhibit 3-2. Composition Of Gas Supply Portfolio
(Based on Audit of Transaction Data)
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Winter
Nov-Mar

Volume (mmBtu)
Simple Average of Winter Months

Fixed Index Spot
25%
30%
27%

6%
12%
8%

69%
58%
65%

2004/05
2005/06
2006/07

38,005,857
37,446,825
41,606,209

months of April through October. Index gas was purchased only during November

through March satisfying 8 to 43% of monthly winter needs. The spot element, that

includes interruptible purchases, was relied upon in all months of the year and ranged

from 2% to 20% of the total during November through March, versus 32 to 75% of the

total during April through October.

Analysis between calendar years, or SW Gas' conventional gas years from November

through October, is somewhat limited because the audit period contains only two

complete calendar years or SW Gas years (November-October), three complete winters,

and two complete summers. Therefore EVA comparisons are limited to between the

seasons and between the months throughout the audit period.

Exhibit 3-3 compares the three winters of the audit period. Load increased substantially

during the 2006/07 winter to its highest level of the audit period, suggesting cool

temperatures, and conversely warm temperatures in 2005/06. Simple averages across

the five winter months show inherent variability between years due to weather and also

reflect management decisions during the planning periods.

Exhibit 3-3. Composition Of Supply Portfolio During Winter Seasons
(Based on Audit of Transaction Data)

Variations occur in the composition of the supply portfolio at the monthly level. During

the core summer months, the contribution of spot and interruptible gas holds fairly

steady, in the absence of winter heating load. The contribution of caseload gas to the

core summer months, June-August, is also fairly steady. Sharper differences emerge

between the winter months that are driven largely by the divergences of actual heating

degree days from normal heating degree days. As an example, in November 2006 the

contribution of fixed price caseload gas was unusually high at 84% of total requirements

Energy Ventures Analysis, Inc SW Gas Rate Case
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Normal Actual % of Norm
Nov-06
DeC-06
Jan-07

37%
101%
113%

48
322
363

129
318
322

but contributed only 47% of total requirements in January 2007. Exhibit 3-4 shows

heating degree days for Phoenix for the first three months of the 2006/2007 winter. The

heating degree day data shows that November 2006 was fairly warm at only 37% of

normal heating degree days, whereas January 2007 was 13% colder than normal for

phoenix

Exhibit 3-4. Heating Degree Days For Phoenix, AZ

Sou ice: NOANNWS

Exhibit 3-5 shows the detail of the supply portfolio at the monthly level. Such variation

between winter months also testifies to the difficulty of matching caseload supply to a

load forecast produced some four to six months earlier, and in absence of a full

requirements contract. The largest load swing variation between the 32 months of the

audit period is measured between August 2006 and January 2007 from 4,151,768 to

12,139,138 mmBtu, a swing of 9,423,624 mmBtu or almost 4.5 times. This difference

from low to high also represents 15% of annual 2006 consumption of 62,438,087

mmBtu.

Day-to-day variability can also be severe. Late November and early December 2006 are

of particular interest due to the supplier force majeure events resulting from the gas

production well freeze-offs, as discussed in Chapter 2. On November 30, 2006, SW Gas

load spiked upward by some 238,440 mmBtu to 488,395 mmBtu5 when compared to the

prior day's scheduled volume (including the load forecasting shortfall/error of some

108,000 mmBtu). Transactional data in GTS, and summarized in Exhibit 3-6, show that

for November 30, total scheduled gas to Southwest increased by 56,458 mmBtu versus

the prior day, based on scheduled caseload supply falling 19,696 mmBtu, scheduled

swing gas rising 61,927 mmBtu, and scheduled spot gas rising 14,227 mmBtu (for

Cycles 1 through 4). These numbers above suggest that higher pipeline receipts only

4 Phoenix was chosen as an example since it represents about 80% of Southwest's jurisdictional load in
Arizona.
5 January 30, 2007 memo of Larry Black estimates November 30 load at 488,395 mmBtu and is compared
to GTS scheduled volume of 249,955 mmBtu, hence EVA's phraseology for the daily load swing of "some".
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Co mo ziti on of Volume
Fixed IndexDate

Total Val ue
($1000sl Spot

Total Volume
(mm Btu)

Exhibit 3-5. Monthly Detail Of Supply Portfolio
(Based on Audit of Transaction Data)

met 24% of Southwest's day-to-day load spikes despite nominations that totaled some

417,000 mmBtu during Cycles 1-4 for November 307. One fortunate factor for SW Gas

is that this event occurred on the last day of November, with higher amounts of caseload

gas scheduled to kick-in on day two of the event since the new gas month of December

had significantly higher volumes of planned caseload gas. El Paso allows its shippers to

e Versus the prior day, this November 30th calculation assumes increased scheduled volume of 56,458
mmBtu against increased load of 238,440 mmBtu.
7 Internal memo of Larry Black from January 30, 2007. This memo also states that Southwest increased its
total nominated volumes for Cycle 3 by 50,000 mmBtu and by for Cycle 4 by 70,000 mmBtu. GTS only
shows scheduled, not nominated or actual received volumes.
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IndexFlow Date
11/28/2006
11/29/2006
11/30/2006
12/1 /2006
12/2/2006
12/3/2006
12/4/2006

Volume
204,564
249,955
306,413
291,744
365,992
379,306
421 ,932

pot
47,684
73,385
87,612
77,254

145,422
157,831
219,106

Fixed
146,880
146,570
126,874
175,855
181,350
181,734
183,325

10,000
30,000
91,927
38,635
39,220
39,741
19,501

MinMaxMean Std. Dev.

6.35 1 .02 a.25 4.25Southwest Gas Portfolio

10.90
11.03
10.92

6.38
6.59
6.65

1.47
1.55
1.49

4.26
4.35
4.53

San Juan - Daily Index
Permian - Daily Index
Waha - Daily Index

10.82
10.75

1.49
1.47

6.26
6.44

3.43
3.57

San Juan - FOM Index
Permian - FOM index

make-up the previous month's shortfall during the first ten days of the next month, and

Southwest attempted to minimize November's shortfall as seen by the higher scheduled

volumes through December 4.

Exhibit 3-6. Scheduled Gas Supply During The 2006 Force Majeure Event
(Based on Audit of Transaction Data, mmBtu)

Gas Pliclng

SW Gas' procurement strategies were effective at providing price stability - one of the

two main objectives of the Arizona Price Stabilization Plan. EVA also concluded, based

on the analysis of all of SW Gas' natural gas supply transactions during the audit period

September 2004 through April 2007, that transactions executed and prices paid were

reasonable and prudent. Exhibit 3-7 shows that SW Gas' procurement strategies

produced a mean average cost of gas that was similar to the market price of gas, when

measured against the entire audit period.

Exhibit 3-7. Summary of Prices, September 2004-April 2007
(Based on Audit of Transaction Data)
$ImmBtu

Source: Plants Inside FERC's Gas Market Report for daily and first of month indexes.
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IndexSpot

The similarity of Southwest's price to market price, within pennies when measured over

the entire period, is a result of their supply strategies discussed above. Also, SW Gas'

diversity` to a large number of suppliers also helps ensure access to competitive prices.

The APSP element provided price protection to SW Gas customers during the strong

natural gas rally of 2004 and 2005, while the index and spot/interruptible elements were

priced closer to prevailing market values as seen in Exhibit 3-8.. In addition to meeting

highly variable loads, the index and spot gas also benefited consumers as gas market

prices dropped. Because their contract values are based on floating monthly or daily

price indices, or bilateral daily transactions, their prices are naturally close to market,

and hence allowed Southwest customers to participate as the market price declined in

2006 and 2007. Exhibit 3-8 also shows that Southwest's full portfolio price during any

one month will typically lie between the lagging fixed element and the floating prices of

the index and spot elements. As expected, the fixed price element of the portfolio was

very low in the first half of the audit period as market prices climbed, and then continued

to climb in the second half of the audit period keeping the fixed price element high until

all of the $8 to $11/mmBtu gas was able to roll off, Ur) to some 23 months after index

prices peaked.

Exhibit 3-8. Average Weighted Monthly Prices By Portfolio Element
(Based on Audit of Transaction Data)
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'-'-'Southwest Gas Portfolio
San Juan-Daily Index

- ' San Juan-FOM Index

Exhibit 3-9 compares the average monthly values of Southwest's full portfolio to the

published San Juan indices for first of month settlement (resulting from bid week) and to

daily settlement during the audit period. For this illustration, San Juan was selected

since it represented 88% of the total gas volume during the audit period. As expected

and consistent with the above discussion about supply strategy, Southwest's weighted

price was below or near market indices during the first half of the audit period. (Note:

The other 12% typically based on Permian and Waha receipt points would have a

tendency to pull UP the SW Gas price versus the San Juan price.) Also as expected,

Southwest's weighted price was higher than the San Juan price indices during the

second half of the audit period.

Exhibit 3-9. Price Comparison
(Based on Audit of Transaction Data)
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SW Gas' procurement strategies were also effective at reducing price volatility - the

second main objective of the Arizona Price Stabilization Plan. Exhibit 3-7 referenced

formerly, shows that SW Gas achieved a significantly smaller standard deviation around
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the mean average price when compared to market indices during the audit period. One

standard deviation measures $1.02/mmBtu for the Southwest portfolio, compared to

$1.47-$1.55/mmBtu for the published market indices. This is a significant reduction in

volatility of 30-31%, as measured by standard deviation. Exhibit 3-10 shows the

seasonal price deviations compared to the mean average price of the audit period. As

expected, winters tend to be above the mean average price of the portfolio, while

summers and shoulder months tend to fall below the mean average price of the portfolio.

Exhibit 3-10. Monthly Price Change From Mean Average Price
(Based on Audit of Transaction Data)
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Exhibit 3-11 also shows the monthly change in price compared to the prior month. In

almost all cases, Southwest's results shows lower price volatility compared to the market

price indices.

The price indices used by SW Gas in setting their natural gas purchase prices are

standard industry indexes with good market liquidity. The published price indexes used

in SW Gas transactions are believed to be limited to:

Energy Ventures Analysis, Inc. 3-11 SWGas Rate Case
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Gas Daily, EI Paso San Juan Basin

Gas Daily, El Paso Permian

Gas Daily, EI Paso Bondad

Gas Daily, Waha

Inside FERC, First of Month, EI Paso San Juan Basin

Inside FERC, First of Month, EI Paso Permian

Exhibit 3-11. Monthly Price Change From Prior Month
(Based on Audit of Transaction Data)
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Exhibits 3-12 and 3-13 illustrate the number of discrete transactions and the related

underlying volume of gas tracked during bid week and used by P/att's Inside FERC Gas

Market Report to set its First of Month published price indices for the San Juan Basin

and Permian Basin. A substantial analysis of market liquidity might be required if SW

Gas was going to accept an index price for all, or a larger percentage, of its gas supply

portfolio.
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Exhibit 3-12. Volume Of Bid Week Gas Included In Published FOM Indices

Exhibit 3-13. Number Of Deals Included In Published FOM Indices
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Platt's Inside FERC Gas Market Report and Gas Daily are bellwether industry

publications and many U.S. physical transactions are based upon them. The cash

indices mentioned above, as well as most U.S. natural gas cash pricing, are to some

degree influenced by NYMEX prices, regardless of whether one is directly participating

in NYMEX markets or not. The starting point for virtually all U.S. gas pricing is the

NYMEX Henry Hub delivery location (and all related look-a-like OTC markets such as

lCE).8 Virtually all U.S. prices are composed of NYMEX Henry Hub, plus or minus a

basis price differential. Forward price curves are built off this concept as well. Because

of this phenomenon, market participants constantly watch changes in the NYMEX Henry

Hub values which tend to inform and influence their decisions about the market

fundamentals and the general state of participation by the different types of market

participants (for instance, speculators versus hedgers).

SW Gas' internal policies allow it to transact fixed priced gas at either one single value or

in two separate components, NYMEX and basis to be locked at different times. EVA's

opinion is that because the NYMEX component is already embedded (directly and

indirectly) into a company's gas purchases, it is sometimes best to assert control over

that pricing component if trying to meet a specific objective, rather than to be at the whim

of market forces. Stated in other words, EVA is not concerned that SW Gas may rely on

NYMEX based pricing, as this is the leading price benchmark of the U.S. industry, and it

cannot be avoided. NYMEX prices indirectly influence all gas prices, thus having the

option of control over it, is preferable, to having no control.

Manipulation of U.S. published gas market price indices and manipulation of gas

markets has been under intense scrutiny, particularly from activities of 2000 through

2006. Some of the more notable cases have involved companies such as Amaranth and

EI Paso Energy. The relevant contracts involved some of the most liquid price indices in

the natural gas industry, including NYMEX and ICE contracts based on a liquid Henry

Hub reference delivery point. while such events may be characterized as unfortunate,

the silver lining, if any, is that today there is greater market oversight and enforcement of

the natural gas markets by both the FERC and the CFTC. It is EVA's belief that this

stepped up enforcement will help to minimize potential future abuse of natural gas

8 Intercontinental Exchange
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markets and pricing indices. Many gas utilities and other industry participants are price

takers and need to rely on published indices as representations of competitive

commodity markets. It is in the best interest of all participants for all pricing points to

have reliable and valid published price indices.

In reality, any of the published price indices can be subject to potential abuse if an

individual, or set of individuals, are intent on pursuing an unfair advantage in the

marketplace. Theoretically, higher liquidity (greater number of transactions reported,

higher volume coverage, and participation by a larger number of companies), helps

protect price indices against potential market manipulation. An annual review by SW

Gas of its counterparties may indirectly help to address some of this concern, along with

monitoring of and vigilance over the liquidity of the price indices it uses.

A final and controversial subject is the potential requirement to report transactions and

deal information to industry publications for inclusion in published price indexes. As

stated previously, EVA believes that is to the benefit of all market participants (including

utility rate payers) to have reliable and valid published indices based on truly competitive

market forces. To EVA's knowledge, SW Gas currently does not report pricing

information to industry publications. Contributing their specific company information

would increase liquidity for the indices that concern SW Gas and be likely to have the

impact of increasing the reliability of the published indices. The desired ideal standard is

for all companies to participate to create a highly competitive marketplace.

However EVA also strongly feels that each company must be responsible to determine

its own comfort level and ascertain its risks and rewards before participating in the

sharing of its confidential information. Participation is not a trivial matter in today's

litigious world.

If SW Gas decided to participate, it would need to ensure that its associated processes

were sufficiently well-designed to the minimize risks associated with this process. One

of the recommended requirements would be to create complete independence between

the personnel and functions that report deals to publications from the personnel and

functions that procure gas. For instance reporting could be done from the Accounting

Department or Risk Management Department. it should be noted there is an associated

Energy Ventures Analysis, Inc. 3-15 sw Gas Rate Case
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administrative burden and cost to such reporting. Southwest's current Code of Business

Conduct & Ethics require that "media inquiries must be referred to the Corporate or

Division Communications Departments." There is also a potential conflict of interest if

any 'trading' occurs inside a utility procurement shop, which is not the case for SW Gas.

Likewise if gas buyers' bonuses are based on beating published indices (and buyers are

responsible to also report data to publications), incentives to 'distort' reality could exist.

All of the positions in Southwest's gas purchasing and transportation department were

reported as 'salary only' positions.9

There are other complexities to consider on this topic. For instance, the 50% of so of the

total volume that Southwest purchases for the APSP program does not have a natural

publication to report into, since these are purchases made in the forward markets, out

one to two years in the future, and are classified as over-the-counter deals that are more

illiquid the farther one goes into the future. The trade publications discussed above tend

to focus on next month (bid week) and next day (daily) markets. The most popular

electronic venue that reports the more illiquid over-the-counter deals is the ICE. SW

Gas participates on the ICE, particularly for its spot gas purchases for next day and next

month. The ICE has the benefit of increasing workplace efficiency regarding price

discovery and facilitating quick execution of transactions, with high liquidity for the short

term markets. It is an essential tool for today's gas buyers. One primary question is

whether SW Gas would report 100% of its transactions, or only those transactions that

have relevance to the daily and monthly index publications.

If the ACC decided to require Arizona regulated gas utilities to participate in the reporting

of transaction data to publications, for fairness reasons and to level the playing field, it

would be important to also require regulated electric utilities to report as well.

Unilaterally ordering gas utilities to report could be discriminatory. Any decision by the

ACC to report could also have unintended consequences, and thus would need to be

carefully examined before mandating participation.

Pollcles AndProcedures
EVA found that many of SW Gas company policies, procedures, and strategies are

insufficiently documented in official company documents. while the concepts embedded

9 EVA email discussions with senior management of Southwest Gas dated March 4, 2007.
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in SW Gas' policies, procedures, and strategies appear reasonable and prudent,

curiously one must tend to go to the documents submitted by SW Gas to the Arizona

Corporation Commission to find the most complete picture of company policies,

procedures, and strategies. In addition, some policies, procedures, and strategies fall

short in certain areas by their lack of documented official position on certain subjects.

Best Practices require that policies and procedures are contained in, say, one or two

company documents with sufficient detail such that new employees could read and

immediately perform the bulk of their work. The Annual Gas Procurement Plan (Section

A) submitted in December of each year to the ACC is probably the most comprehensive

discussion of Southwest's gas supply policy, outside of external consultant's reports.'°

However, only one paragraph (the first paragraph) discusses SW Gas' supply strategy.

The remainder of the Section A (another 4.5 pages) discusses sw Gas' acquisition

procedures. Another good discussion of Southwest procedures is found in Department

and Staff Responsibilities, Portfolio Selection Procedures" originally created for

submission to the ACC. while containing valuable information, these documents still fall

short in several areas as noted under the recommendations. These recommendations

take on elevated importance and urgency given sw Gas's expected execution of its first-

ever financial derivative hedge in 2008. (it should be noted that EVA did not review any

of the policies and procedures associated with financial derivative hedging.)

EVA recommends that Southwest clarify all company policies and procedures in internal

company documents to be reviewed, at least annually, for use by both employees and

decision makers. Company employees should acknowledge acceptance by signing the

policies each year. EVA's recommendation is to supplement current policies and include

discussion on the following types of topics:

1. Consolidate all strategies, policies, and procedures into a minimal number of
documents with sufficient detail such that new employees could read and
immediately perform the bulk of their work.

2. Clarify the APSP supply element by documenting required timing and volumes
for the next one or two years forward. This is important because these are long-
term fixed price purchases that have repercussions to the gas supply portfolio for
several years. The 2007 Arizona Annual Gas Procurement Plan submitted to the

10 2004 through 2007 versions were reviewed
11 Docket No. G-01551A-07-0504, Data Request STF 4.25.
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ACC contains the most detail description of the APSP such that "Southwest
conducts solicitations from November through August every three to six weeks"

"for the upcoming portfolio year and up to one year beyond that year" "and
may include bid requests for one or more of the three portfolio years." Senior
management noted that this element was intended to be "programmatic," yet
there is no calendar showing potential dates or quantities to be purchased in the
year or quarter ahead. Verbally Southwest explained that its intention was to
purchase about 40% of the reM year's supply in the twelve months preceding
physical flow, and another 10% in the two years preceding physical flow for a
total of about 50%. That would be about 2% to 5% in each transaction, with
some 4 transactions during the thirteen to twenty-four months before physical
flow and another 10 purchases made during the last 12 months before physical
flow. Truly successful dollar cost averaging relies on programmatic dates and
volumes that are known and planned. Some companies have found the use of
living appendices (to the annual company policies) helpful to update forward time
Windows and volume ranges that may change frequently. If there is uncertainty,
then Windows of time and ranges of volume or duration can be established
instead. This approach also has the benefit of allowing a record of results and
allows documentation of reasons for any deviation from the plan which in the
long run improves the quality of the internal and external audit trail(s) and makes
it easier for a company to assert and prove that their hedging programs have
been prudent.

3. During the onsite interviews of mid-January 2008, it was noted that lately much of
the APSP gas was entirely fixed at the time of initial purchase, that is, no price
components were left floating to be locked-down at a later date. SW Gas policies
allow management to use their judgment on this issue. EVA agrees that this
preference is best left to the judgment of SW Gas management and their experts.
Still EVA has several comments about this topic.

a) If SW Gas uses its best judgment, to be certain, there will be outcomes that
"win" some years and other outcomes that "lose" in other years. One's best
judgment is not always correct, and thus, should not be expected to always
be correct.

b) A truly programmatic hedge involves always being a price taker (without
resewing judgment) over a relatively long stretch of time that allows dollar
cost averaging to occur effectively.

c) A hybrid of the two above strategies is acceptable, but the precise strategy
should be recognized and declared in company policies and procedures to
guide employees and decision makers, as well as the ACC's oversight.

4. On a daily basis, transactions executed by Southwest gas buyers bind the
company as they purchase gas from various suppliers. During interviews,
Southwest management explained that prior to each flow month, the Supply
Planning Department provides gas buyers with a monthly plan, Arizona Dispatch
Guidelines, that outlines all firm purchase contracts sorted in order of economic
dispatch to be utilized for the upcoming flow month. These documents were
viewed by EVA. in EVA's view, this document basically acts as the buyers' limits
and authorization to execute and meet the forecasted daily demand requirement.
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It is a sound process, however no mention of this document or process was
found in any company policy or procedure. This process should be included in
the description of the buyers' formal procedures.

5. During interviews, it was noted out that SW Gas has a company policy of never
selling excess gas to third parties, for various regulatory and legal reasons that
have roots in both FERC, as well as FAS, regulations due to potential negative
repercussions as perceived by the company. However it is impossible for any
LDC to perfectly predict load for each day and every hour. Additionally since SW
Gas has no storage capacity to flow its excess gas and because it potentially
faces high El Paso Pipeline charges and/or penalties for pipeline imbalances,
SW Gas needs to have an internal mechanism to balance its occasional excess
gas. SW Gas uses the concept of 'unbudging' to help optimize its portfolio and
minimize cost. In such circumstances, a SW Gas buyer instructs the original
supplier of the gas not to deliver gas that it had previously purchased, and to
charge SW Gas accordingly. Such 'unbudging' transactions, or turning back of
gas, then lead to liquidated damages per contract terms (some true-up or true-
down to current market between SW Gas and the supplier) and possibly a small
additional or negotiated charge. 'Un-buying' practices may have accounting
repercussions where SW Gas must mark-to-market any 'in-bought' gas if it was
originally based on firm fixed priced contracts. For this reason, SW Gas has a
policy of turning back index priced gas first, and second turning back fixed priced
gas, if necessary. These company policies, as well as the reasons for the
policies, should be reevaluated, and then explicitly documented in official
company policies and procedures.

Itemparlsen of Monthly Bank Balance Statements And GTS
For gas commodity charges, a comparison was made between all GTS transactions and

the Monthly Bank Balance Statements filed with the ACC. Exhibit 3-t4 tabulates the

differences for monthly volumes and values. The monthly difference is expressed as

Monthly Bank Balance Statement minus the GTS transactional values. The differences

can be attributed to items that are not captured in the GTS system: (a) liquidated

damages per contract terms, (b) commodity demand charges, (c) balancing cash-outs

to/from El Paso Natural Gas Pipeline, (d) gas related to Dacott Industries that delivers on

Transwestern, and (e) prior period corrections. A positive difference is read such that

SW Gas must pay this additional amount over and above the gas commodity charges

captured in the GTS system. A negative difference is a credit.
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Value Volume
(mmBtu)

Exhibit 3-14 Difference Of Monthly Bank Balance Statements Minus GTS
Data

EVA evaluated these differences for reasonableness." Only the differences for January

2007 appeared somewhat extraordinary representing 1.9% of GTS volumes and 2.3% of

GTS values. As previously noted, heating degree days for Phoenix during January 2007

were 13% above normal. Southwest's purchased gas expenses were the largest of the

audit period for January 2007 at $90.2 million for load of 12,368,219 mmBtu.

Further analysis of January 2007 showed that 97% of the total volume was due to item

(c) above, balancing cash-outs payments made to EPNG. For January 2007, Southwest

was forced to pay El Paso 221 ,845 mmBtu, or $1 .85 million, to bring the gas commodity

imbalance down to 5%. EPNG requires monthly imbalances in excess of 5% to be

12 Of the 32 months, difference was 0.1% for 27 months and 0.2%-0.4% for four months.
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cashed-out and reduced to the 5% level in the first month of the imbalance, with the

remainder rolled forward to the second month when EPNG requires that the imbalance

is reduced to 3%, and finally reduced to 0% in the third month of its existence. Each

month is tracked separately by EPNG, and prior and next months are not rolled into

administration of each current month's requirement.

If load was forecasted correctly, SW Gas would still have had to purchase this gas from

a third party supplier. Instead sw Gas was forced to purchase this gas from EI Paso,

which did charge a premium over market. The average price paid to El Paso is

estimated by EVA at $8.327/mmBtu, compared to the highest Daily or First of Month

published market index of $6.42 (Daily Waha), calculating to a premium of some

$423,054 to bring the imbalance down to 5%.

Several factors should prevent this situation from occurring again. A repeat of such a

large cash-out penalty in the future might be very well be viewed as imprudent given SW

Gas' climb UP the learning curve since the introduction and implementation of EI Paso's

new tariffs during 2006 and 2007. EVA would expect the following (and subsequent)

items to prevent a repeat of such a large cash-out from occurring, particularly:

a) Proactive improvements to the quality and accuracy of SW Gas' load
forecasts.

O

b) Changes to treatment of SW Gas T-1 customers.
Changes to SW Gas's tariff that now allow pass-through of EPNG
charges to T-1 customers, if caused by T-1 customers.
Addition of Firefly meters to SW Gas T-1 customers.
Implementation of EVA recommendations to tighten controls around
T-1 customers to monitor existence of their proper and independent
supply contracts (per EVA recommendation in Chapter 2).

O

O

c) Changes to EI Paso's tariff that subsequently calculated the required monthly
cash-out compared to the month's total scheduled volumes on all
transportation contracts, versus formerly calculating the cash-out compared
to volumes scheduled only on the "NAESB Swing" designated transportation
contracts. FERC approved of this all-party settlement in January 2007 but
did not approve the change until March 2007. SW Gas' January 2007
imbalance would have only totaled to about 3% instead of 13% if FERC
approval was implemented for January 2007.13

13 Various email discussions between EVA and SWG dated March 3rd through March 6.
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In addition to the above as opportunities arise, EVA recommends that SW Gas continue

to press EPNG to improve its quality of 'real time' load estimates that it broadcasts to

shippers via EPNG's Electronic Bulletin Board.

Audlt of Selected Transactlons
EVA analyzed whether SW Gas followed its policies and procedures based on an audit

of selected transactions.'4 EVA believes that overall SW Gas did a good job of following

its policies and procedures. EVA's management recommendations for improvement are:

1. Ensure all confirmations with gas suppliers, also known as Exhibit A, include deal
transaction dates. Many inadvertently noted the transaction date at the top of the
confirmation as the first physical flow date instead of the actual deal date.

2. Ensure all confirmations with suppliers, also known as Exhibit A, include dates of
the internal approval next to authorized signature. The VP of Gas Procurement's
signature was sometimes present without the date of authorization.

3. Considerably shorten the time lapsed between deal execution and deal
confirmation with gas supplier. Some of the audited transactions show lapses of
up to three and four months between execution and confirmation, with one and
two months for many others. This lapse should probably be no more than one-
two weeks at the very most, two to three days would be best. (This will become
particularly important for financial derivative transactions where markets can
move very quickly.)

4. Include a list of attendees present during the solicitation and purchase of APSP
fixed price gas (and during the selection of the index, or term gas, packages) to
ensure independence, proper monitoring, and to improve the audit trail. The
solicitation information received by EVA for the APSP packages did not include
this documentation.

5. Update any old master supply agreements that cap the buyers' liquidated
damages at 50 cents per mmBtu to agreements that are based on true-up to
actual market during non-performance. Several agreements examined retained
the 50 cent cap.

The audit was designed in four parts as described below and focused on the 2006/2007

winter months:

a) For the Arizona Price Stability Purchases, five solicitation packages were
reviewed including all competing bids, notations, forward price curves, signed
master contracts, signed confirmations, settlement statements, and the tally of
supply acquired to date for the APSP. (Onsite Data Request 9)

14 This particular audit is addressed by EVA Onsite Data Requests 6,7, 8, and 9.

Energy VenturesAnalysis, Inc. 3-22 SW Gas Rate Case
Docket No. G-01551A-07-0504



b) For the index, or term, supply element, Planning Department logs were examined
that included all of the supplier offers (aka "bids" in SW Gas parlance) received
for the 2006/2007 winter months (November-March). Also EVA examined
several early and the final runs of the Evaluation Reports that optimized the total
universe of supplier offers. (Onsite Data Request 8)

c) For the index, or term, supply element, six supplier packages were reviewed that
represented successful bids consummated by SW Gas including signed master
agreements, signed confirmations, and settlement statements. These contracts
were also tied back to the Planning Department's selection of optimized
contracts. (Onsite Data Request 7)

d) EVA reviewed the Arizona Dispatch Guidelines used by the gas buyers for the
months of December 2006 and January 2007. The APSP caseload and index
contracts reviewed and discussed above were also noted for inclusion in these
guidelines. (Onsite Data Request 6)

The actual supplier contracts reviewed above were selected based on a variety of

suppliers, a variety of contract durations, a variety of pricing indices, and a variety of

dates that agreements were entered into within the general structure designed by EVA

above.
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Exhibit A-1. EI Paso Natural Gas Penalty Matrix
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Exhibit A-3. Chronology For 2005 El Paso Natural Gas Rate Case

Docket No. RP04-251 Regarding Segmenting, Pathing, OFOs, and Strained and
Critical Condition Provisions

Dec 20, 2004 - The FERC issued Order of settlement in Docket No.04-251 which
among other things established Strained and Critical Operating conditions daily pack
and draft penalties to become effective 1/1/06.

Docket No. RP05-422 General Rate Case Including New Services and Penalties for
Improper Use of the System

June 30, 2005 - EI Paso filed a rate case proposing new rates, new services and new
penalties presuming that effectiveness would be suspended until 1/1/06. The proposal
included MDO/MHO violation penalties, hourly scheduling penalties, hourly interruptible
swing charges, non critical daily scheduling pack and draft penalties, and daily over-run
charges. That filing proposed a modification to the 11.2 rate protections from the 1995
rate case.

July 29, 2005 - The Commission issued an order accepting and suspending EI Paso's
primary tariff sheets, subject to conditions and the outcome of a hearing (on rate issues)
and a technical conference (for non rate issues i.e., penalties and new services).

October 3, 2005 - EPNG submitted a filing which among other things detailed the
distribution of firm capacity (MDQ) to each meter within a D-Code for EOC shippers that
were receiving parties.

October 4, 2005 - EPNG filed offer of Partial Settlement with FERC that deferred EPNG
implementing proposed new services including Rate Schedule OPAS (MDOs/MHOs) as
well as new penalties and new default service charges until April 1, 2006.

December 2005 - EPNG conducted an open season for an MDQ Adjustment Request
process by which shippers were able to request a shifting of MDQs between meters and
D-Codes.

December 12, 2005 - FERC approved the Partial Settlement (October 4, 2005 filing) and
directed EPNG to file the deferred tariff sheets and provisions 30 days prior to April 1,
2006.

January 1, 2006 The filed rates went into effect subject to refund.

February 16, 2006 - EPNG filed with FERC the results of the December 2005 MDQ
Adjustment process.

Energy Ventures Analysis, Inc. A-5 SW Gas Rate Case
Docket No. G-01551A-07-0504



Exhibit A-3. Chronology For 2005 EI Paso Natural Gas Rate Case

March 20, 2006 - FERC issued an Order in response to briefs filed by many parties
which addressed Article 11.2 rate issues. In short it preserved the 11.2 rates and
provisions under certain conditions but provided that if a customer converts 11.2 a
protected FT-1 service to a premium service then the 11.2 a protection would not apply.

March 23, 2006 - FERC issued an Order, regarding issues that were addressed in the
Technical Conference process (non rate issues), that accepted El Paso's proposed
hourly scheduling penalties but rejected El Paso's proposed non-critical daily pack and
draft penalties. El Paso interpreted FERC's Order as approving a daily scheduling
"pack penalty".

March 29, 2006 - EPNG requested proposed turn back capacity from interested
shippers. Also on March 29, 2006, EPNG filed an "Offer of Settlement" conditionally
waiving the implementation of certain provisions of the New Services and charges
(penalties) from the effective date of the applicable tariff provisions on April 1, 2006 until
June 1, 2006, to provide more time for parties to prepare for the implementation of New
Services.

April 18, 2006 - Southwest submitted its request for New Services from EI Paso
submitted in response to El Paso's Contract Reformation Guidelines. Southwest's
premium service contracts went into effect November 1, 2006.

May 16 - May 31, 2006 - EPNG conducted an MDO Open Season for shippers to solicit
increased MDOs.

May 31, 2006 - The FERC issued an order rejecting EI Paso's compliance filing.

July 24, 2006 - EPNG filed a "MDO Report" with FERC (and on July 31, 2008 filed an
update) that detailed the results of the MDO open season, detailing the MDOs to
become effective August 1, 2006.

August 1, 2006 -
"Update MDO Report". Since this OPASA, Southwest has submitted to El Paso
numerous MDO adjustment requests for incremental MDO at numerous metering points.

OPASA was executed with MDO quantities filed with FERC in the

December 06, 2006 - EPNG filed offer of settlement supported by all but one party.
Articles 6., 7., and 9. deal with penalties, default service charges and credits.

August 31, 2007- FERC approved the Settlement.

Docket No. RP06-368

May 24, 2006 - EI Paso filed a waiver request of MDO/MHO violation penalties in non-
COCs from 6/1/06 to 7/31/06.
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Exhibit A-3. Chronology For 2005 EI Paso Natural Gas Rate Case

Docket No. RP06-392

June 13, 2006 EI Paso filed a waiver request of hourly scheduling penalty (Critical and
non-Critical), hourly authorized and unauthorized overruns, daily variance charges,
Rates for FTH and NNTH were discounted to max FT-1 rate, IHSW charges were
waived 6/1/06 through 7/12/06 (initially). Extended through 6/6/06.

July 10, 2006 EI Paso filed supplement to the waiver, Rates for NNTD were discounted
to max FT-1 rate 6/1/06 - 7/12/06.

Docket No RP06-431

July 11, 2006 - El Paso filed a request to waive hourly scheduling penalties (Critical and
non-Critical) and hourly authorized and unauthorized overruns daily variance charges
and lHSW service charges during 7/13/06 -7/31/06, For 8/1/06 - 8/31/06, to waive
hourly scheduling penalties (Critical and non-Critical) and hourly authorized and
unauthorized overruns at delivery locations where Shippers used IHsw. service,
Continue to waive MHO violation penalties through 8/31/096; HEEN not included in
daily-unauthorized overrun calculation, Extension of scheduling accounts through
8/31/06, No cash-out down to 5% for June imbalances.

August 31, 2006 - EI Paso filed a request to waive daily variance charge, MDO violation
penalty, MHO violation penalty, hourly scheduling penalty (Critical and non- Critical),
August requirement that a shipper have IHSW to receive waiver of hourly scheduling
penalties no longer applies, Continue use of scheduling accounts.

September 29, 2006 - El Paso filed waiver of tariff provision in order to continue use of
scheduling accounts through 1/31/07.

Docket No. RP07-108

December 13, 2007 - EI Paso filed a request to waive daily variance charges for
shippers who packed the system, thereby helping to mitigate the Critical Condition (daily
Variance charges deemed to be zero for the "higher-of-test"), Contract and service
related penalties (i.e. daily and hourly Unauthorized overruns, hourly scheduling
penalties, MHO/MDO Violation penalties) billed at the non-Critical rate for all shippers.
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